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~——— Statements made in this document which look forward in time involve risks and uncertainties and are forward-looking statements within the meaning of the Private
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Securities Litigation Reform Act of 1995. These risk factors are detailed in our Securities and Exchange Commission filings, including the Company’s 10-K, included !
with this document. The Company disclaims any obligation or duty to update or modify these forward-looking statements, :



e 2] Profit Wwe

T , ]

S S ‘902 e — R ___.,_t___;__.,_l__,_‘_.__‘__,, [ O
I 5 | R o R
S S S H D S A N 3
"*'OWP 2 ***M—J“
\

T — ]?TVW CFO:, comrroﬂerf, AP W/zageﬂ, —-
L comtract admum‘%mtws,,m WWW, L

Thrdugh the RecomtllendatlonS‘ T e
of Thls Veteran of Hundreds of Audlts o s

ST — U S

| ] ‘ ‘ |

Our com‘bmed exper1ence through thousands of aud1ts over the‘past
r

S i . e SO A

30 years is an advantage that no compet1tor can match We have an !

I ! | i |

- + 1 R s 4'4_7 S f~———‘~~——~-f e e s —
unequaled follectwn of 1ns1ghts ﬁndmgs and processes that we :
s A IR AN S L B

B
;”Leve‘rage through shared best pract1ces \We have taken th1s process 1

_1 _a notc_ngher in _the past, two years by hostmg the Reta11 Summ1t

| ‘
__wandaPost Aud1t Best Pract1ces__Forum~v‘ﬂtht chents _and_ vendors _W1th ___‘
\ | 1 .
—»——an open exchange‘lof 1deas~from—these~key—const1tuenc1es——we have —_

i
S0
g irther~deve] est ) *our*,—mdust'r into-~the = +—
| ] 3 |
[ \ ! !
T nex4 evolut1on of] strateng '(rfﬁershwb‘*ah‘df proﬁ 1'r‘et;WeT*‘y“." e ‘j’
' . ! ' ! ( | ! [ ' ' ‘
LR - ,W“ﬁ_,_,,_ }‘ -~—J(~— ‘ bt — - - --»—"‘ d—l *‘—‘—-“‘*—-f—' I i—-“-— R S
‘ ‘ : : ‘ ! ! ! i ; : .
- - e I i L | - S R — l _— -
! i [ i ’ | | { ! j | ; .
L I B a 4 ! L o
S S SO N S A U S S S R NN ! S N AN S S N
e e IR T | I [ T T o
| w‘ | ! i C ( ; { ' ! o | ' (
R A e B mam e ——-1 - R e e TR kR
| T A T T |



i
|
|
i
|
! o o] 1 i
| a | L b 1003 |
o T LA | o
(R S S— ﬁ_ g 1‘,,,_‘{_ S A _J:, ,,J-,e_i__l__i‘, T S N S I
| ] o | :
' | — e :
o f N i
- “T'”f S P P 3 e S
|| Business Modet: | 1
- B e e e At bl el mo P
! } ‘ W‘e Woiwc&eﬂ/?a # , Low-risk ?
~ e i A g ;- Sy g e
| 5 pfopmmmmwwzgagmmeﬁwdo{ojy :
\ T Kbmedmapa}/ﬁrperﬁﬂmnce wodet, T
\‘ B Weuewmpematedm@aﬁvowc&ew
- i ——have- rea,&zedameﬁ recover cremfmﬁ
| ietsnd interebtin Lo 4 ‘
_ ps. I
|
|
- |
]
— |
|
|
S _ =
Between Thns Auditor and Th d \ A
,,,,, - [ O N A __*__ il { " —— i e [
] EEREENRENAEE !
B ""'The relat1onsh1p betw‘ee*n“o“r_clj"i’e'n‘ts"T’a“rid“t“h‘é’ir ven‘dorf:s 1‘5 aeritical one e
. Y I S S L. ‘ P
and we enter every aquwtf mi pdful of theTSLE‘rtleUes and c‘omplex1t1es of ~ f
L SR ST N L] N S S . P
this relat1onshnp We&work dlosfely w?t‘h c11ents to,coordmate our contactw A
e ST, L,,___\__,_. | 1 ‘ ; | SR A I S [ e R .
S ! with vendors anﬁ taﬂq‘r e}ach{ audit 1to ‘crafti 1que solutnom that mamtams, ! T
— : 4, L_ 1 B I I
R - - | ] ! T i ‘ }
b and often enharces!, the 1n § rity of chent \%e dor trelatmnshwps |
e e e R Bl el ""T T ! ! h |
T N s . | |
,_._.1___ | - ,T-_ L I ,T. }T JL— i ! T 4 I ! e - +‘
? L I ay R T B ___;A_,.M,;V e o
] I o ] { o s i
o . ! ‘ ‘ ; e L) R S RS N
T ] R B o + | |
: I | 1 . . ! ; | : . I
H | A S R T T 4 - T B e e -
et S 0 U OO R DU DU N SN SN RO S B SO L |
| A A e B o |
S S SO TS O SO N DS SO IO SN ol :
: ‘ 1 | X ! 1 i ‘ !
i NN Lol - i
| o

+
|
i
i
i
|
i
|
|
i
|
L
|
. i
i
r [
| i
!
|
|
I
i
|
i
|
i
I
!
e
l
i
I
- i
I
1
N



Profit _Camptmme

1004

" InThis Stack of Contracts

.Our _Compliance ,Re_cojvﬁery Audit bridges the gap between procurement and accounts
- - payable by reviewing pujrchasing,p»r.acticesf and-recovering overpayments.. In dealing

. |
- = - - with suppliers, -often-companies-have multiple -organizational- elements involved: -

R e S "For'“'exampl‘e,""one"g'r'o‘u'p;‘n'e"gbt’i‘a’t‘es" transactions "and another group fis responsibie :
T " for payment. .Wﬁ'at f’a‘l”l‘s“’i”rij"b'éth"ééﬁ"téﬁ‘bé’(’c’bh’tréc’tu';a”l agreements that call for
V ~ volume Vdi‘s'chauhftfs,“aAl_“-lE)'w‘éncei»s, [‘:;r-biﬁéﬁdﬁ?é_na_é?hé?_ﬁé_g?tﬁvéiéa At_e_r?h_s”.—v()?urwéxpérier‘lce" 7
’ ‘and proprietary software are a powerful combination that recovers more dollars
. than awyone else inour industry. L

S J— e e e e - R R
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. —~In Berlln;~Ba.ngkok and Bogota . |
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_With a market Ieadmg presence in over ‘40 countrwes around the . L

e = I

‘world -international growth remams one of our largest opportumt1es»

and a- mu1t1 diménsional- one--—-To understand th1s growth potent1a1 -t e Lo

i

L .
Overseas AP recovery rates are lower than U'S. rates and represent |

— — 4
an enormous opportumty for more 1mprovement
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Our subs1d1ary, ‘Mer1d1an Group, 1s the‘world s 1ead1ng iprovider

,lcf,.

of 1nternat10na1 VAT Recovery and has now developed | / 2 /’
h P

equwalent expert1se 1n automatmg iand streamhmng /\@

|

the purchase—to-pay cycle nablmg_chents to.__

..__..1dent1fy,«control and 51gmﬁcant1y_reduce__. . o

———COSts wh11e max1mlz1ng efﬁc1enc1es“Mer1d1an s-' -

'"“T&E expense management solut1ons not only /‘ ’

contr’xbute to reducmg overall T&E‘spend /’
e

but 1n add1t1on remove the adm1n1strat1ve \\}
i r

burden of back ofﬁce processmg |
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We are un1que1y pos1t1oned to dehver‘our \

i l TN

_services across, PH.r_,_?lj_'?T_“_'ES gl?‘?al operat1ons

By sharing oest* pract%ces applymg proven technolog1es and
\ i
,7methodolog1es and expandmg the scope of our aud1ts we ;wﬂl
| ‘ | ! o
better- tap the potent1a1 of global markets~~-n e e -
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At 410 terabytes and 332 switch __ _
| ports our Stovage Avea Network (SAN)
is inthe tap 10% of the worlds largest
SAN wwtadatwm /)owmﬁd
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It s hard to thwnk of another 1ndustry where

(_Te's hard to eng e inaustry uherepre ‘

than‘1n today s h1ghly compet1t1ve commerc1a1 av1at1on1bus1ness A complex
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_have taken the1r proﬁtab111ty toll*ongnearly L eVErY carrier. Our exper1ence

! 3 R 1
! i ‘ | \ : ‘ ' .

~.dn analyz1ng transact1on 1ntens1ve_bus1nesses W1th complex”pr1c1ng structuresw . - -

‘ :
\ < o

- ——-makes' us: an 1dea1mresourceufor—a1r11nes that]are look1ngﬁfor new- solut1ons : : -1 - -
! . | i : ! : : ‘
’—"toraddreSS‘the est1mated $10 b1111on‘1n*annua1 passenger 1ndustry revenue T T o o

,‘,, R L

losses through' 1nefﬁc1ent revenue Pr ”é?ée”‘"

v

ot

I
T S e s - f Lo RS . e
0 o

. | |
t ' | i
PO O . . X
i
|



Profit: __MEM_M .

1008 o I, .

L e e

D
e
B -
- e MW@M«YWM el - -
e gthet M gy
R - wed " i ok 85 L
W%M
- SR
S S i _
| |
e - S b el A - ———faw‘— e ; -
- i R A e e e S -
R Wlth a Goal of Flscal Health for Thls HMO -
S ‘"»M_“"M_“M_‘"7—'_"”_“ o Wémate a $3.5 b1111on_7mark€'f-‘e;<_1?ts td_add?t transactwfns betweenw#‘_
U O (Rt AUV SIS ___;4___._ e R
‘ ‘med1ca1 c1a1ms payors (HMOs msurance compames Med1care/Med1ca1d)
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A masswve number of transact1ons‘ constantly\chang1ng
B pr1ces and a 1ow margwn‘env1ronment have h1stor1ca11y made lw‘;‘_;Ai‘_ B
~leading grocers natural cand1dates for recovery aud1ts ,Vwﬁp;A_imA;“mw_mm<_7_7m7. S
. Last year, we. rev1ewed near1y470-percent of the U. S 1ndustry ; ‘ e b

\ [ ‘ : '
spend and- recovered more than $290~m1111on forwgrocery»~—w

clients. Thanks to propr1etary data extract1on and aud1t1ng T

methodolog1es we also are able” to reduce the time” 1ag
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between error and recovery or, perhaps between a proﬁtable B
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and unproﬁtable quarter
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This past year has been a pertod of htgh productlvrty and intense

““intérnal e reﬂecu‘on forout cornipany. Externally, we have used our
. industry—leading processes to recover nearly $2 billion in lost profics
for our clients. Internally, we have conducted 2 thorough strategic

—exammiination of How we ‘operaté and where we are héaded as a businéssT ™

profic recovery speaks for itself, The results of our internal review have

“affirmed the serength of our business model, prrormzed opportunrtres
__for operational|improvement . and identified a multtfaceted growth

_.On both ¢ounts, the results are positive. The nearly $2 billionin

excess of$5 billion in revenue opportunlty for our mdustry In less

- thatiire intérnational markersche potential is even gieater due to

. low penetration of these relatively new markets and the opportunity

to improve recovery rates. We havé aggressive business development
~initiativesunderway that focus on expanding the scope of our audits in
each of the over 40 countries where we have a presence. To appreciate

theltrue and full global potential for the Company, you simply have to

"r’e’rnemb’er that the pursuit of profitability is a universal business goal.

strategy to pUl’SUC‘

The Strengtllzlt of the B Busmess Modlell

position

e

for clients remains very, compellirig. The trans-

Our value pro

exities of conductlng v1rtually any type of commerce

|
. _.today rnevttably leads to errors in overpayments and’ under—deductrons )

from vendors. ‘VVe bring transactional ass‘urance to companles and -

epro.

“ctionat comipl

[

recover-valuabl

B performance-based and appllcable to nearly every c company of size, in__

‘nearly every industry, in nearly every:significant market economy in the
‘ \

‘world: This mo
____pladform tharc:

an be hrghly leveraged As we have said many times, qur

“'“"'We proneered the recovery dudit business and have conttnually Ted™

del creates:a Cstrong | recurrmg Crevenue base’ and- a process—““—"

New Dntectnons, New ll”ossnllmlntnes ;

thmkmg in new dlrectlons Our goal remams true to our htstorrcal

maridate =70’ optimize value forour clients and our shareholders=™
. We thank both for their support and the opportumty to serve. We.

also extend our sincere appreciation to our 2, 900 associates around

fits™ that would-otherwise be lost. Our audits are” ™ *the’ ‘world whioare working harder than"ever before tb ensure “continuing ~

proﬁtable recoveties for clients and for our Company.

‘business is a win-win proposition for our clrents and sharcholders.
j

—_— _T*-,,T, R
lMeasuralblle @petatnonall llmprovemernt ‘ L ‘

lOver the past 24 months, we have evolved ouf busmess model o

| _
!
drt tools,

\
‘and the c_entrahzatton of best practrces within wthe Company The goal

g tem ‘caprtallze on” technologrcal rnnovatlon‘ ‘more standardrzed au

/ T
]ohn M"Cook
halrman and Chic Chlef Executtve Officer _

L

I
l
! ‘has been 10 produce revenue more eﬁicrently, as well a.s to berter manage

B e e

'Tn 2004, we began to see the bénefits of these initiatives as our cost’ of

“our busmess in changmg mdust.ry and- cyclicat economrc conditions. —

|
l
l
¥
|
I
7
!
-4 -
|
!
i

revenue percentage improved from the first to the second half of of the

gl slglng, pro

than’ doubled durtng 2004 for audlt functions conducted atour_

~—yearby eight percent-Even-moreencoura ductivitylevels more

centraltzed service centers Ancl new tools and processes are yleldrng

! l

**‘ ————-—+——more-effective" 1ud1ts —*m

1

'as 40 percent - that lead to more proﬁtable recoveties. In short,

l

|
-we are making|our best even better ! ' ’ |
! 1

I ____»—_
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Mullttfac eted

Growth @ portumt_ues

T
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PART 1

ITEM 1. Business

PRG-Schultz International, Inc. and subsidiaries (collectively, the “Company”), a United States of
America based company, incorporated in the State of Georgia in 1996, is the leading worldwide provider of
recovery audit services to large and mid-size businesses having numerous payment transactions with many
vendors. These businesses include, but are not limited to:

» retailers such as discount; department, specialty, grocery and drug stores;

» manufacturers of high-tech components, pharmaceuticals, consumer electronics, chemicals and
aerospace and medical products;

» wholesale distributors of computer components, food products and pharmaceuticals;
* healthcare providers such as hospitals and health maintenance organizations; and
» service providers such as communications providers, transportation providers and financial institutions.

In businesses with large purchase volumes and continuously fluctuating prices, some small percentage of
erroneous overpayments to vendors is inevitable. Although these businesses process the vast majority of
payment transactions correctly, a small number of errors do occur. In the aggregate, these transaction errors
can represent meaningful “lost profits” that can be particularly significant for businesses with relatively narrow
profit margins. The Company’s trained, experienced industry specialists use sophisticated proprietary technol-
ogy and advanced recovery techniques and methodologies to identify overpayments to vendors. In addition,
these specialists review clients’ current practices and processes related to procurement and other expenses in
order to identify solutions to manage and reduce expense levels, as well as apply knowledge and expertise of
industry best practices to assist clients in improving their business efficiencies.

In most instances, the Company receives a contractual percentage of overpayments and other savings it
identifies and its clients recover or realize. In other instances, the Company receives a fee for specific services
provided. '

The Company currently provides services to clients in over 40 countries. For financial reporting purposes,
in 2004, the Company had two reportable operating segments, the Accounts Payable Services segment
(including the Channel Revenue business) and the Meridian VAT Reclaim (“Meridian”) segment. See
Note 5 of Notes to Consolidated Financial Statements included in Item 8. of this Form 10-K for worldwide
operating segment disclosures.

Evaluation of Strategic Alternatives

As disclosed in the Company’s Report on Form 8-K filed on October 21, 2004, the Company announced
that its Board of Directors, in response to several inquiries received by the Company, has decided to explore
the Company’s strategic alternatives, including a possible sale of the Company. The Company’s management
intends to complete its strategic business initiatives, as defined below. However, the exploration of the
strategic alternatives process will require management’s time, and attention may be diverted from operations
of the business. Additionally, the Company may experience higher levels of customer and employee turnover
impacting the Company’s ongoing operations. The exploration of strategic alternatives is ongoing and no
decisions have been made.

The following discussion includes “forward-looking™ statements within the meaning of the Private
Securities Litigation Reform Act of 1995. These forward-looking statements are at times identified by words
such as “plans,” “intends,” “expects,” or “anticipates” and words of similar effect and include statements
regarding the Company’s financial and operating plans and goals. These forward-looking statements include
any statements that cannot be assessed until the occurrence of a future event or events. Actual results may
differ materially from those expressed in any forward-looking statements due to a variety of factors, including

but not limited to those discussed herein and below under “Risk Factors.”

” ¢
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In March 2001, the Company formalized a strategic realignment initiative designed to enhance the
Company’s financial position and clarify its investment and operating strategy by focusing primarily on its core
Accounts Payable Services business. Under this strategic realignment initiative, the Company announced its
intent to divest the following non-core businesses: Meridian VAT Reclaim (“Meridian”), the Logistics
Management Services segment, the Communications Services segment and the Channel Revenue division
within the Accounts Payable Services segment.

The Company disposed of its Logistics Management Services segment in October 2001. During the
fourth quarter of 2001, the Company closed a unit within Communications Services. In December 2001, the
Company disposed of its French Taxation Services business which had bcen part of contmumg operations until
the time of its disposal.

As indicated above, Meridian, Communications Services and the Channel Revenue business were
originally offered for sale in the first quarter of 2001. During the first quarter of 2002, the Company concluded
that then current market conditions were not conducive to receiving terms acceptable to the Company for
these remaining unsold, non-core businesses. As such, on January 24, 2002, the Company’s Board of Directors
approved a proposal to retain these remaining discontinued operations -until such time as market conditions
were more conducwe to thelr sale.

On January 24, 2002 the Company acquired substant1ally all the assets and certain 11ab111t1es of Howard
Schultz & Associates International, Inc. and affiliates (“HSA-Texas”) formerly the Company’s principal
competitor-in the Accounts Payable Services business.

During the fourth quarter of 2003, the Company once again declared its remaining Communications
Services operations as a discontinued operation and subsequently sold such operations on January 16, 2004
(see Note 2(c) of Notes to Consolidated FlnanCIal Statements mcluded in Item 8. of this Form 10-K).

The Company’s Consolidated Financial Statements have been reclassified to reflect the remaining non-
core businesses, consisting of Meridian and the Channel Revenue business, as part of continuing operations for
all periods presented. Additionally, the Company’s Consolidated Financial Statements reflect Logistics
Management Services, Communications Services, including a unit that was closed in 2001, and French
Taxation Services as discontinued operations for all periods presented.

Unless spec1ﬁcally stated, all ﬁnancml and statlstlcal 1nformat10n contained herein is presented with
respect to continuing operations only.

The Recos}ery Audit Industry

Businesses with substantial volumes of payment transactions involving multiple vendors, numerous
discounts and allowances, fluctuating prices and complex pricing arrangements find it difficult to process every
payment correctly. Although these businesses process the vast majority of payment transactions correctly, a
small number of errors occur principally because of communication failures between the purchasing and
accounts payable departments, complex pricing arrangements, personnel turnover and changes in information
and accounting systems. These errors include, but are not limited to, missed or inaccurate discounts,
allowances and rebates, vendor pricing errors and duphcate payments In the aggregate, these transaction
errors can represent meaningful lost profits that can be particularly significant for businesses with relatively
narrow profit margins. For example, the Company believes that the typical U.S. retailer makes payment errors
that are not discovered internally, which in the aggregate can range from several hundred thousand dollars to
more than $1.0 million per billion dollars of revenues.

_ Although. some businesses maintain internal recovéry audit departments assigned to recover selected
types of payment errors and identify opportunities to reduce costs, independent recovery audit firms are often
retained as well due to, their specialized knowledge and focused technologies.

In the U.S., Canada, the United Kingdom and Mexico, large retailers routinely engage independent
recovery audit firms as standard business practice, and businesses in other industries are increasingly using
independent recovery audit firms. Outside the U.S., Canada, the United Kingdom and Mexico, the Company
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believes that large retailers and many other types of businesses are also increasingly engaging independent
recovery audit firms.

The domestic and international recovery audit industry for accounts payable services is characterized by
the Company, the worldwide leader providing services to clients in over 40 countries, and numerous smaller
competitors who typically do not possess multi-country service capabilities. Many smaller recovery audit firms
lack the centralized resources or broad client base to support technology investments required to provide
comprehensive recovery audit services for large, complex accounts payable systems. These firms are less
equipped to audit large Electronic Data Interchange (“EDI”) accounts payable systems. In addition, because
of limited resources, most of these firms subcontract work to third parties and may lack experience and the
knowledge of national promotions, seasonal allowances and current recovery audit practices. As a result, the
Company believes that it has significant opportunities due to its national and international presence, well-
trained and experienced professionals, and advanced technology.

As businesses have evolved, the Company and the recovery auditing industry have evolved with them,
innovating processes, tools, and claim types to maximize recoveries. The following are a number of the
changes that have been driving the recovery audit industry in the past several years:

Data Capture and Availability. Businesses are increasingly using technology to manage complex
procurement and accounts payable systems and realize greater operating efficiencies. Many businesses
worldwide communicate with vendors electronically — whether by EDI or the Internet — to exchange
inventory and sales data, transmit purchase orders, submit invoices, forward shipping and receiving
information and remit payments. These systems capture more detailed data and enable the cost effective
review of more transactions by recovery auditors. v

Increasing Number of Auditable Claim Categories. Traditionally, the recovery audit industry was
characterized by the identification of simple, or “disbursement,” claim types such as the duplicate
payment of invoices. However, the introduction of creative vendor discount programs, complex pricing
arrangements and activity-based incentives has led to an explosion of auditable transactions and potential
sources of error. These transactions are complicated to audit as the underlying transaction data is difficult
to access and recognizing mistakes is complex. Only recovery audit firms with significant industry-specific
expertise and sophisticated technology are capable of auditing these complicated, or “contract compli-
ance” claim categories.

Globalization. While global economic and political developments are presenting companies with a wide
range of challenges, globalization is intensifying throughout the retail landscape and particularly among
the top retailers worldwide. The average company operates in over seven countries — up significantly
from prior years — and a significant number of retailers have entered once avoided markets such as
Russia and China. As these retailers are becoming increasingly global, they seek to obtain similar services
from similar vendors across markets. o

Consolidation in the Retail Industry. Retailer consolidation in the U.S. and internationally continues.
As retailers grow larger, vendors become more reliant on a smaller number of customers and, as a result,
the balance of power favors retailers rather than vendors. This dynamic creates an environment that
allows retailers to assert valid claims more easily.

Increase in Promotional Activity. Trade promotion spending is at an all time high and is not expected to
decline. In addition, an increasing number of dollars are being spent in categories with numerous
transactions and a high potential for error such as scan downs, or discounts at the point of sale. As this
trade promotion spending continues to grow, it creates increasing opportunities for mistakes and,
therefore, auditable claims.

Increased Push for Efficiency. Historically, recovery audit firms audited transactions several years after
their occurrence. Determining whether claims generated from those periods are valid is costly and time-
consuming for clients and their vendors alike, and becomes even more so the older the claim. As a result,
recovery audit firms, especially in the U.S., are being asked to audit closer in time to the occurrence of
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the transaction — typically 12 to 18 months after the transaction date. This trend has benefited recovery
audit firms since more recent claims are easier to assert against suppliers, resulting in higher recoveries.

Move Toward Standard Auditing Practices. Vendors have been active in demanding clearer post-audit
procedures, better documentation and electronic communication of claims, among other things. The
Company, as the industry leader, has taken a leadership role in establishing standard recovery auditing
practices for the industry and led the way to establishing the first ever Retail Summit and Post Audit Best
Practices Forum in 2003. The purpose of the Summit was to begin providing a foundation for industry
standards and norms with a goal of diminished ambiguity, greater efficiencies, lower costs and higher
value for all stakeholders. In December 2004 the second Retail Summit and Best Practices Forum was
held where academic professionals reported the results of ground-breaking Best Practices research
specific to the post audit industry with the goal of furthering the establishment of standard practices.

The evolution of the recovery auditing industry is expected to continue, and the Company will continue to
drive and capitalize on the changes as it has in the past. In particular, the Company expects that the industry
will continue to move towards the electronic capture and presentation of data, more automated, centralized
processing, a growing number of potential claim categories and faster approvals and deductions.

The PRG-Schultz Solution

.The Company provides its domestic and international clients with comprehensive recovery audit services
by using sophisticated proprietary technology and advanced techniques and methodologies, and by employing
highly trained, experienced industry specialists. As a result, the Company believes it is able to identify
significantly more payment errors and expense containment opportunities than its clients are able to identify
through their internal audit capabilities or than many of its competitors are able to identify.

The Company is in the process of consolidating and standardizing its technology to provide a uniform
platform for its auditors that will offer consistent and proven audit techniques and methodologies based on a
client’s size, industry or geographic scope of operations. The Company is a leader in developing and utilizing
sophisticated software audit tools and techniques that enhance the identification and recovery of payment
errors. By leveraging its technology investment across a large client base, the Company is able to continue
developing proprietary software tools and expand its technology leadership in the recovery audit industry.

The Company is also a leader in establishing new recovery audit practices to reflect evolving industry
trends. The Company’s auditors are highly trained and many have joined the Company from finance-related
management positions in the industries the Company serves. To support its auditors, the Company provides
data processing, marketing, training and administrative services.

In addition, the Company believes it differentiates itself from many of its competitors with its client
engagement methodologies, its expertise with respect to managing vendor relationships and its specialty
services offerings in areas of airline ticket revenue recovery audit services, direct-to-store-delivery
(DSD) audits, media audits, real estate audits, freight-related vendor compliance audits, and document
imaging and management technology.

The PRG-Schultz Strategy

The Company’s objective is to build on its position as the leading worldwide provider of recovery audit
services. The Company’s strategic plan to achieve these objectives focuses on a series of initiatives designed to
maintain its dedicated focus on the Company’s clients and rekindle its growth. The Company has imple-
mented a number of strategic business initiatives over the past 18 months to reduce costs, increase recoveries
and fuel growth at existing and new clients. Some of these key initiatives include:

o Centralize Claim Processing and Field Audit Work. The processing of certain claim types and certain
client audits has been shifted to the Company’s Salt Lake City and Atlanta Shared Service Centers
and its N.J. and Dublin, Ireland Regional Audit Centers resulting in cost savings and improved audit
productivity. g :




» Standardize Audit Software and Processes. The Company has developed new standardized proprie-
tary software tools and algorithms that enable its auditors to identify trends, exceptions and claims
quickly and efficiently and use the best auditing practices across every audit to increase recoveries.

o Implement Technology Platforms. The Company has implemented global customer relationship
management (“CRM”) and claims management systems (including foreign language and functional
currency versions internationally), a new technology platform that provides remote access to audit
information and a new European data center, resulting in improved sales and audit productivity.

» Optimize the Organization. The Company has made significant improvements to: (i) its international
knowledge base and management structure by hiring an experienced international executive, transfer-
ring experienced personnel to key regions, and shifting to a regional management structure; (ii) its
U.S. commercial sales function by hiring additional U.S. sales personnel, modifying the auditor
compensation model and creating distinct sales and client development groups; and (iii) its audit
staffing model by reducing U.S. field audit headcount during the last 24 months.

With these strategic business initiatives in piace, the Company is focused on executing a growth strategy that
includes the following key elements:

» Grow Business with Existing Clients. The Company intends to continue to maximize the revenue
opportunities with each of its existing clients by identifying and auditing new categories of potential
errors (such as its new freight rate audit program and third-party pharmacy payment service offerings)
and leveraging the productivity enhancements of its recent strategic business initiatives to drive
increased recoveries. An allidnce we made with a national state and local tax consulting firm offers our
clients additional expertise on state and local tax issues. Finally, the Company was awarded a multi-
year contract for the management of credit card receipts from an existing client, one of the largest
grocery companies in the U.S., a new service we are offering to our retail clients.

» Grow the International Business. The Company believes that there are significant opportunities for
sustained international growth as there are numerous retail, commercial and public sector clients the
Company does not currently serve and major global clients for whom the Company is the only recovery
audit firm with the global capabilities to serve them in multiple geographies. The Company intends to
leverage its recent strategic business initiatives that 51gn1ﬁcant1y 1mprovcd its international sales and
operating functions to drive this growth.

s Grow the U.S. Commercial and Government Business. The Company intends to continue to drive
growth in its U.S. commercial and government segments by: (i) aggressively moving less complex
audit work to its shared service centers in order to increase productivity and free-up highly skilled
auditor time to scrutinize more complex claim types; and (ii) leveraging its recent strategic business
initiatives that significantly improved its U.S. commercial and government sales functions.

+ Develop New Vertical Markets. The Company has a long history of innovation and is developing new
revenue sources by applying its core competencies to vertical markets where there are high transaction
counts, significant price volatility and likelihood of human error. The Company intends to continue to
identify new markets with these characteristics and launch new service offerings accordingly. For
example, the Company has launched, and is aggressively growing, its recovery audit service offerings
for the airline and healthcare sectors, and is planning a 2005 service launch to the energy industry.
Further, a recent contract with the State of Arizona is our first audit of Medicaid claims. We expect to
expand this service offering to additional states. ‘

PRG-Schultz Services

Accounts Payable Services

Through the use of proprietary technology, audit techniques and methodologies, the Company’s trained
and experienced auditors examine merchandise procurement records on a post-payment basis to identify
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overpayments resulting from situations such as missed or inaccurate discounts, allowances and rebates, vendor
pricing errors, duplicate payments and erroneous application of sales tax laws and regulations.

To date, the Accounfs Payable Services operations have served two client types, retail/wholesale and
commercial, with each type typically served under a different service delivery model.

Contract compliance audit services provided to retail/wholesale clients account for the Company’s largest
source of revenues. These services typically recur annually and are largely predictable in terms of estimating
the dollar volume of client overpayments that will ultimately be recovered. Contract compliance audit services
are the most comprehensive in nature, focusing on numerous recovery categories related to both procurement
and payment activities. These audits typically entail comprehensive and customized data acquisition from the
client with the aim of capturing individual line-item transaction detail. Contract compliance audits are often
long duration endeavors with year-round on-site work by permanent multi-auditor teams quite common for
larger clients. The Company currently serves retail/wholesale clients on six continents.

The Company also examines merchandise procurements and other payments made by business entities
such as manufacturers, distributors and healthcare providers that are collectively termed as “commercial”
clients. The substantial majority of the Company’s domestic commercial Accounts Payable Services clients
are currently served using a disbursement audit service model which typically entails obtaining limited
purchase data from the client and an audit focus on a select few recovery categories. Services to these types of
clients to date have tended to be either “one-time” with no subsequent repeat audit or rotational in nature with
different divisions of a given client often audited in pre-arranged annual sequences. Accordingly, revenues
derived from a given client may change markedly from year to year. Additionally, the duration of a
disbursement audit is usually measured in weeks and the number of auditors assigned per client is usually one
or two. Currently, the majority of the Company’s commercial clients are located in North America and the
United Kingdom, although the Company is focusing its efforts on growth with commercial clients in other
markets around the world.

The Company is currently modifying its approach to service delivery to more closely align the scope of its
services to the unique needs and characteristics of each individual client, regardless of their industry,
consistent with maximizing the Company’s profitability. Thus, ultimately, certain retail/wholesale clients that
have historically been served by the disbursement audit service model will be served under the contract
compliance service model. Additionally, the Company believes that the market for providing disbursement
audit services to commercial entities in the United States is reaching maturity with the existence of many
competitors and increasing pricing pressures. Therefore a substantial number of commercial clients that
historically have been served by the disbursement audit service model are ultimately intended by the
Company to be served under the contract compliance service model where barriers to competitive entry are
higher.

Additionally, within Accounts Payable Services is a discrete unit, the Channel Revenue business.
Channel Revenue provides revenue maximization services to clients that are primarily in the semiconductor
industry using a discrete group of specially trained auditors and proprietary business methodologies. Channel
Revenue clients generally receive two audits each year.

Mevidian VAT Reclaim

Meridian is based in Ireland and specializes in the recovery of value-added taxes (“VAT”) paid on
business expenses for corporate clients located throughout the world. Acting as an agent on behalf of its
clients, Meridian submits claims for refunds of VAT paid on business expenses incurred primarily in European
Union countries. Meridian provides a fully outsourced service dealing with all aspects of the VAT reclaim
process, from the provision of audit and invoice retrieval services to the preparation and submission of VAT
claims and the subsequent collection of refunds from the relevant VAT authorities. For this service, Meridian
receives a contractual percentage of VAT recovered on behalf of its clients. The services provided to clients by
Meridian are typically recurring in nature.




Client Contracts

The Company’s typical client contract provides that the Company is entitled to a stipulated percentage of
overpayments or other savings recovered for or realized by clients. Clients generally recover claims by either
(a) taking credits against outstanding payables or future purchases from the involved vendors, or (b) receiving
refund checks directly from those vendors. The method of effecting a recovery is often dictated by industry
practice. For some services, the client contract provides that the Company is entitled to a flat fee, or fee rate
per hour, or per unit of usage for the rendering of that service. In addition to client contracts, many clients
establish specific procedural guidelines that the Company must satisfy prior to submitting claims for client
approval. These guidelines are unique to each client.

Technology

Technology advancements and increasing volumes of business transactions have resulted in the Com-
pany’s clients continuously increasing the use of technology to manage complex accounts payable systems and
realize greater operating efficiencies. Given this environment, the Company believes its proprietary technol-
ogy, databases and processes serve as important competitive advantages over both its principal competitors
and its clients’ internal recovery audit functions.

To sustain these competitive advantages, the Company intends to continue investing in technology
initiatives to deliver innovative, client-focused solutions which enable the Company to provide its services in
the most timely, effective.and profitable manner. A cornerstone of the Company’s current philosophy toward
technology investment involves measuring the performance of its technology through effectiveness ratios to
ensure it leverages technology appropriately.

The Company employs a variety of proprietary audit tools, proprietary databases and Company-owned
and co-locational data processing facilities in its business. Each of the Company’s businesses employs custom
technology.

Accounts Payable Services Audit Technology

The Company is in the process of standardizing its audit tools, audit methodologies and field staffing
protocols to provide a uniform foundation for propagating best practices throughout its worldwide operations.
Until this work is completed, unconverted clients will continue to be served using the audit tools and
technologies historically in place at their respective locations. The following paragraphs of this section specify
technology practices and processes that are generally applicable. to all clients worldwide.

‘The Company’s Accounts Payable Services technology can analyze massive volumes of data to help
clients uncover patterns or potential problems in overpayments. The Company uses advanced data mining
capabilities for analyzing data to the transaction level. The Company mines the data using algorithms to find
patterns and associations between fields in relational databases. The result of data mining is a rule (or set of
rules) that allows the Company to find new relationships among events and maximize the recovery for the
client. .

At the beginning of a typical accounts payable recovery audit engagement, the Company obtains a wide
array of transaction data from its client for the time period under review. The Company typically receives this
data by EDI, magnetic media or paper (the Company uses a custom, proprietary imaging technology to scan
the paper into electronic format), which is then mapped by the Company’s technology professionals, primarily
using high performance database and storage technologies, into standardized and proprietary layouts at one of
the Company’s data processing facilities. The Company’s data acquisition, data processing and data
management methodologies are aimed at maximizing efficiencies and productivity while maintaining the
highest standards of client confidentiality.

The Company’s experienced technology professionals then prepare statistical reports to verify the
completeness and accuracy of the data. The Company’s technology professionals deliver this reformatted data
to field auditors who, using the Company’s proprietary field audit software, sort, filter and search the data for
indications of erroneous payments. The Company’s technology professionals also produce client-specific
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standard reports and statistical data for the auditors. These reports and data often reveal patterns of activity or
unusual relationships suggestive of potential overpayment situations.

The Company maintains a secure, automated and web-enabled database of audit information with the
ability to query on multiple variables, including claim categories, SIC and industry codes, vendors and audit
years, to facilitate data analysis for the identification of additional recovery opportunities and provide
recommendations for process improvements to clients. The Company has numerous security measures in
place, including secure and restricted access to this database, to ensure the highest standards of data integrity
and client confidentiality.

Channel Revenue Audit Technology

The Channel Revenue business (a sub-component of the Accounts Payable Services operating segment)
specializes in providing comprehensive revenue recovery audits for both the financial and sales divisions of
manufacturing firms in consumer, industrial and technology industries.

Meridian VAT Reclaim Technology

Meridian utilizes a proprietary software application that assists business clients in the reclaiming of VAT.
The functionality of the software includes paper flow monitoring, financial and managerial reporting and EDI.
The paper flow monitoring reflects all stages of the reclaim business process from logging in claims received to
printing out checks due to clients. The reporting system produces reports that measure the financial and
managerial information for each stage of the business process.

Auditor Hiring and Training

Many of the Company’s auditors and specialists formerly held finance-related management positions in
the industries the Company serves. To meet its need for additional auditors, the Company also hires recent
college graduates, particularly those with multi-lingual capabilities and technology skills. While the Company
has been able to hire a sufficient number of new auditors to support its historical needs, there can be no
assurance that the Company can continue hiring sufficient numbers of qualified auditors to meet its future
needs.

The Company provides intensive training for auditors utilizing both classroom-type training and self-
paced media such as' specialized computer-based training modules. All training programs are periodically
upgraded based on feedback from auditors and changing industry protocols. Additional on-the-job training
provided by experienced auditors enhances the structured training programs and enables newly hired auditors
to refine their skills.

Clients

The Company provides its services principally to large and mid-sized businesses having numerous
payment transactions with many vendors. Retailers/wholesalers continue to constitute the largest part of the
Company’s client and revenue base. The Company’s five largest clients contributed approximately 22.6%,
21.0% and 23.4% of its revenues from continuing operations for the years ended December 31, 2004, 2003 and
2002, respectively. During the year ended December 31, 2002, the Company’s largest client, Wal-Mart
International, accounted for approximately 10.2% of revenues.from continuing operations. The Company did
not have any clients who individually provided revenues in excess of 10.0% of total revenues from continuing
operations during the years ended December 31, 2004 and 2003.

Sales and Marketing

Due to the highly confidential and proprietary nature of a business’s purchasing patterns and procurement
practices combined with the typical desire to maximize the amount of funds recovered, most prospective
clients conduct an extensive investigation prior to selecting a specific recovery audit firm. This type of
investigation may include an on-site inspection of the Company’s service facilities. The Company has typically
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found that its service offerings that are the most annuity-like in nature such as a contract compliance audit
require the longest sales cycle and highest levels of direct person-to-person contact. Conversely, service
offerings that are short-term, discrete events, such as certain disbursement audits, are susceptible to more cost
effective sales and marketing delivery approaches such as telemarketing.

Proprietary Rights

The Company continuously develops new recovery audit software and methodologies that enhance
existing proprietary software and methodologies. The Company regards its proprietary software as protected
by trade secret and copyright laws of general applicability. In addition, the Company attempts to safeguard its
proprietary software and methodologies through employee and third party nondisclosure agreements and other
methods of protection. While the Company’s competitive position may be affected by its ability to protect its
software and other proprietary information, the Company believes that the protection afforded by trade secret
and copyright laws is generally less significant to the Company’s overall success than the continued pursuit and
implementation of its operating strategies and other factors such as the knowledge, ability and experience of its
personnel.

The Company owns or has rights to various copyrights, trademarks and trade names used in the
Company’s business, including but not limited to AuditPro®, SureFInd®, Direct F/nd®, ImDex® and
claimDex™. '

Competition

The disbursement audit services business is highly competitive and barriers to entry are relatively low.
The Company believes that the low barriers to entry result from limited technology infrastructure require-
ments, the need for relatively minimal high-level data, and an audit focus on a select few recovery categories.

The contract compliance audit business is also highly ‘competitive with numerous existing competitors
that are believed to be substantially smaller than the Company. Barriers to effective entry and longevity as a
viable contract compliance audit firm are believed to be high. The Company further believes that these high
barriers to entry result from numerous factors including, but not limited to, significant technology infrastruc-
ture requirements, the need to gather, summarize and examine volumes of client data at the line-item level of
detail, the need to establish effective audit techniques and methodologies, and the need to hire and train audit
professionals to work in a very specialized manner that requires technical proficiency with numerous recovery
categories.

While the Company believes that it is the only company with the depth and breadth of audit expertise,
data and technology capabilities, scale and global presence to compete in an increasingly electronic and global
marketplace, the Company faces competition from the following:

Client Internal Post-Audit Departments. A number of larger retailers (particularly those in the grocery
and drug segments) have developed an internal post-audit process to review transactions prior to turning
them over to external post-audit providers. The majority of clients’ internal activities, however, focus only
on disbursement claim types while a few have implemented broader capabilities. Regardless of the level
of internal recoveries, the Company has observed that practically all clients continue to retain at least one
(primary), and sometimes two (primary and secondary), external post-audit recovery firms to capture
errors missed by their internal post-audit departments. There is currently very little use of internal post-
transaction audit groups internationally other than at certain large Canadian and U.K. retailers.

Other Post-Audit Recovery Firms. The competitive landscape in the recovery audit industry is
comprised of:

« Several full-service Accounts Payable recovery audit firms, only one of which the Company believes
offers a full suite of recovery audit services internationally;

¢ A large number of smaller niche and “mom & pop” Accounts Payable recovery firms who have a
limited client base and who use less sophisticated tools to mine disbursement claim categories at low
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contingency rates. These firms are most common in the U.S. market and the largest of these firms
typically have approximately $10 - $15 million in annual revenue. Competition in most international
markets is either non-existent or typically comes from small niche providers;

« Firms who offer a hybrid of audit software tools and training, and/or general accounts payable process
improvement enablers; and

» Firms with specialized skills focused on recovery services for discrete sectors like airlines and
healthcare.

Other Providers of Recovery Services. The “Big Four” accounting firms provide recovery services;
g ry
however, their practices tend to be focused on tax-related services. American Express also provides, as
p p
part of their Tax & Business Services unit, a range of recovery services and solutions in the accounts
payable and procurement and sales and use tax areas.

Employees

At January 31, 2005, the Company had appfoximately 2,800 employees, of whom approximately 1,400
were located in the U.S. The majority of the Company’s employees are involved in the audit function. The
Company believes its employee relations are satisfactory.

Website

The Company makes available free of charge on its website, www.prgx.com, its annual report on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and all amendments to those
reports. The Company makes all filings with the Securities and Exchange Commission available on its website
no later than the close of business on the date the filing was made. In addition, investors can access the
Company’s filings with the Securities and Exchange Commission at www.sec.gov/edgar.shtml.




RISK FACTORS

We depend on our largest clients for significant revenues, and if we lose a major client, our revenues could be
adversely affected.

We generate a significant portion of our revenues from our largest clients. For the years ended
December 31, 2004, 2003, and 2002, our two largest clients accounted for approximately 13.8%, 12.7% and
15.0% of our revenues from continuing operations, respectively. If we lose any major clients, our results of
operations could be materially and adversely affected by the loss of revenue, and we would have to seek to
replace the client with new business.

Client and vendor bankruptcies, including the Fleming bankruptcy, and financial difficulties could reduce
our earnings.

Our clients generally operate in intensely competitive environments and bankruptcy filings are not
uncommon. Additionally, adverse.economic conditions throughout the world have increased, and they
continue to increase, the financial difficulties experienced by our clients. On April 1, 2003, Fleming
Companies, Inc. (“Fleming”), which accounted for 0.2% ‘and 2.4% of our 2003 and 2002 revenues from
continuing operations, respectively, filed for Chapter 11 Bankruptcy Reorganization. There were no revenues
from Fleming recognized in 2004. As a direct consequence of the bankruptcy filing, we currently do not expect
to generate revenues from Fleming in 2005. In addition, further bankruptcy filings by our large clients or the
significant vendors who supply them, or unexpectedly large vendor claim chargebacks lodged against one or
more of our larger clients, could have a material adverse affect on our financial condition and results of
operations. Likewise, our failure to collect our accounts receivable due to the financial difficulties of one or
more of our large clients could adversely affect our financial condition and results of operations.

Demands for preference payments by Fleming or other clients in bankruptcy could reduce our earnings and
place unbudgeted demands on our cash resources.

On April 1, 2003, Fleming, one of our larger U.S. Accounts Payable Services clients at that time, filed for
Chapter 11 Bankruptcy Reorganization. During the quartér ended March 31, 2003, we received $5.5 million in
payments on account from this client. A portion of these payments might be recoverable as “preference
payments” under United States bankruptcy laws. On January 24, 2005, the Company received a demand for
preference payments due from the trust representing the client. The demand states that the trust’s calculation
of the Company’s preferential payments was approximately $2.9 million. The Company believes that it has
valid defenses against any claim that may be made for payments received from Fleming, however, there can be
no guarantee that all or a portion of the payments made to Fleming will not be recoverable by the bankrupt
estate. The Company has offered to settle such claim. Accordingly, the Company’s Consolidated Statement of
Operations for the year ended December 31, 2004 includes an expense provision of $0.2 million with respect to
this matter. However, if we are unsuccessful in defending a preference payment claim against us, our earnings
would be reduced and we would be required to make unbudgeted cash payments which could strain our
financial liquidity.

Strategic business initiatives for the Accounts Payable Services business may not be successful.

Our objective is to build on our position as the leading worldwide provider of recovery audit services. Our
strategic plan to achieve these objectives focuses on a series of initiatives designed to maintain our dedicated
focus on clients and rekindle our growth. We have implemented a number of strategic business initiatives over
the past 18 months that have been leveraged to reduce costs, increase recoveries and fuel growth at existing
and new clients. Some of these key initiatives include: (1) Centralize Claim Processing and Field Audit
Work; (2) Standardize Audit Software and Processes; (3) Implement Technology Platforms; and (4) Opti-
mize the Organization. See Part I, Item 1. “Business — The PRG-Schultz Strategy”.

The Company has begun implementation of the strategy but remains in the intermediate stages of that
process. Each of the initiatives requires sustained management focus, organization and coordination over time,
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as well as success in building relationships with third parties. The results of the strategy and implementation
will not be known until some time in the future. If we are unable to implement the strategy successfully, our
results of operations and cash flows could be adversely affected. Successful implementation of the strategy
may require material increases in costs and expenses.

Exploration of strategic alternatives may not be successful.

As disclosed in our report on Form 8-K filed on October 21, 2004, we announced that our Board of
Directors, in response to several inquiries received by the Company, has decided to explore our strategic
alternatives, including a possible sale of the Company. Management intends to complete its strategic business
initiatives, as discussed above and elsewhere in this Form 10-K, regardless of the outcome of the strategic
alternatives exploration. However, the exploration of strategic alternatives process will require management’s
time, and attention may be diverted from operations of the business. Additionally, we may experience higher
levels of customer and employee turnover impacting our ongoing operations and will incur additional expense
through 2005. During 2004, we mcurred approximately $O 4 million of expense related to exploratlon of our
strategic alternatives.

We have violated our debt covenants in the past and may do so in the future.

- No assurance can be provided that we will not violate the covenants of the Senior Credit Facility in the
future. If we are unable to comply with our financial covenants in the future, our lender could pursue its
contractual remedies under the credit facility, including requiring the immediate repayment in full of all
amounts outstanding, if any. Additionally, we cannot be certain that, if the lender demanded immediate
repayment of any amounts outstanding, we would be able to secure adequate or timely replacement financing
on acceptable terms or at all. Additionally, if such a lender accelerated repayment demand is subsequently
made and we are unable to honor it, cross-default language contained in the indenture underlying our
separately-outstanding $125.0 million convertible notes issue, due November 26, 2006, could also be triggered,
potentially accelerating the required repayment of those notes as well. In such an instance, there can likewise
be no assurance that we will be able to secure additional financing that would be required to make such a rapid
repayment. See Management’s Discussion and Analys1s of Financial Condition and Results of Operations
included in Item 7. of this Form 10-K.

Proposed legislation by the European Union could have a material adverse impact on Meridian’s operations.

The European Union has currently proposed legislation that will remove the need for suppliers to charge
value-added taxes on the supply of services to clients within the European Union (“EU”). The effective date
of the proposed legislation is currently unknown. Management believes that the proposed legislation, if
enacted as currently drafted, could have a material adverse impact on Meridian’s results of operations from its
value-added tax business and could also negatively affect our consolidated results of operations.

Meridian may be required to repay grants received from the Industrial Development Authority.

During the period of May 1993 through September 1999, Meridian received grants from the Industrial
Development Authority of Ireland (“IDA”) in the sum of 1.4 million Euro ($1.9 million at December 31,
2004 exchange rates). The grants were paid primarily to stimulate the creation of 145 permanent jobs in
Ireland. As a condition of the grants, if the number of permanently employed Meridian staff in Ireland falls
below 145, then the grants are repayable in full. This contingency expires on September 23, 2007. Meridian
currently employs 205. permanent employees in Dublin, Ireland. The EU has currently proposed legislation
that will remove the need for suppliers to charge VAT on the supply of services to clients within the EU. The
effective date of the proposed legislation is currently unknown. Management estimates that the proposed
legislation, if enacted as currently drafted, could eventually have a material adverse impact on Meridian’s
results of operations from its value-added tax business. If Meridian’s results of operations were to decline as a
result of the enactment of the proposed legislation, it is possible that the number of permanent employees that
Meridian employs in Ireland could fall below 145 prior to September 2007. Should such an event occur, the
full amount of the grants previously received by Meridian will need to be repaid to IDA. However,

12




management currently estimates that any impact on employment levels related to a possible change in the EU
legislation will not be realized until after September 2007, if ever. As any potential liability related to these
grants is not currently determinable, the Company’s Consolidated Statement of Operations for the year ended
December 31, 2004 does not include any expense related to this matter. Management is monitoring this
situation and if it appears probable that Meridian’s permanent staff in Ireland will fall below 145 and that
grants will need to be repaid to IDA, Meridian will be required to recognize an expense at that time. This
expense could be material to Meridian’s results of operations. A

The Company’s current intention is to expand the service offerings of Meridian to offer outsourced
accounts payable and employee expense reimbursement processing and redirect most of the Meridian
employees who may be affected by the proposed legislation to provide services to its core Accounts Payable
Services business. The Company believes that this redirection will significantly enhance its Accounts Payable
Services business internationally as well as provide the peripheral benefit of mitigating the risk of a future IDA
grant repayment.

External factors such as potential terrorist attacks could have a material adverse affect on our future
revenues and earnings.

The terrorist events of September 11, 2001 that occurred in the United States significantly disrupted our
business. In the days and months following these terrorist events, many of our clients were urgently attending
to new security imperatives and other matters of immediate priority. Future potential terrorist events could
again have a material and adverse affect on our revenues and earnings, including potentially, adverse effects on
both our United States and international operations.

We rely on international operations for significant revenues.

In 2004, approximately 42.0% of our revenues from continuing operations were generated from
international operations. International operations are subject to risks, including:

» political and economic instability in the international markets we serve;
« difficulties in staffing and managing foreign operations and in collecting accounts receivable;

¢ fluctuations in currency exchange rates, particularly weaknesses in the Australian Dollar, the Euro, the
British Pound, the Canadian Dollar, the Argentine Peso, the Brazilian Real and other currencies of
countries in which we transact business, which could result in currency translations that materially
reduce our revenues and earnings;

* costs associated with adaptihg our services to our foreign clients’ needs;

« unexpected changes in regulatory requirements and laws;

« difficulties in transferring earnings from our foreign subsidiaries to us;

+ burdens of complying with a wide variety of foreign laws and labor practices; and
» business interruptions due to potential terrorist activities.

Because we expect a significant and growing proportion of our revenues to continue to come from
international operations, the occurrence of any of the above events could materially and adversely affect our
business, financial condition and results of operations.

We require significant management and financial resources to operate and expand our recovery audit services
internationally and international expansion may result in lower profit margins or be unsuccessful.

In our experience, entry into new international markets requires considerable management time as well as
start-up expenses for market development, hiring and establishing office facilities. In addition, we have
encountered, and expect to continue to encounter, significant expense and delays in expanding our interna-
tional operations because of language and cultural differences, communications and related issues. We
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generally incur the costs associated with international expansion before any significant revenues are generated.
As a result, initial operations in a new international market typically operate at low margins or may be
unprofitable. Additionally, these operations may continue to operate at lower profit margins until revenues can
be built up. If operations do not achieve an acceptable profit margin, we may need to forego our initial
investment altogether and abandon our efforts in certain countries. , :

We may not achieve increased revenues as expected from new international clients.

During the last six months of 2004, we signed service contracts with 44 customers expected to lead to an
increase in revenues in 2005. The new client audit process involves the Company obtaining and analyzing
customer payment data before generating potential claims against the customers’ vendors. The Company’s
customers must receive economic benefit from our services before revenue can be recognized pursuant to the
Company’s revenue recognition policy. These anticipated revenues may be delayed, or may not occur, for
reasons beyond our control.

Recovery audit services are not widely used in international markets.

Our long-term growth objectives are based in.part on achieving significant future growth in international
markets. Although our recovery audit services constitute a generally accepted business practice among
retailers in the U.S., Canada, the United Kingdom and Mexico, these services have not yet become widely
used in many international markets. Prospective clients, vendors or other involved parties in foreign markets
may not accept our services. The failure of these parties to accept and use our services could have a material
adverse effect on our future growth,

Future impairment of goodwill, other intangible assets and long-lived assets could materially reduce our
future earnings.

During the fourth quarter of 2003, we recorded impairment charges of $206.9 million related to the
impairment of goodwill, impairment of intangible assets with indefinite lives and impairment of internally
developed software (see Note 7 of Notes to Consolidated Financial Statements in Item 8. of this Form 10-K.)
There were no such impairment charges recorded in 2004,

Adverse future changes in the business environment or in our ability to perform audits successfully and
compete effectively in our market could result in additional impairment of goodwill, other intangible assets or
long-lived assets, which could materially adversely impact future earnings.

The level of our annual profitability has historically been significantly affected by our third and fourth
quarter operating results.

Prior to 2002, we had historically experienced significant seasonality in our business. We typically
realized higher revenues and operating income in the last two quarters of our fiscal year. This trend reflected
the inherent purchasing and operational cycles of our clients. As of January 24, 2002, our results of operations
include the results of the business acquired as part of the acquisitions of the businesses of HSA-Texas and
affiliates. Also impacting seasonality in 2002 were certain costs associated with the integration of the acquired
operations and the integration of our domestic retail and domestic commercial operations. During 2003, our
results of operations were negatively impacted by client reaction to well-publicized inquiries by the United
States Securities and Exchange Commission into the accounting by retailers for vendor-supplied promotional
allowances as well as other factors discussed elsewhere in this Form 10-K. Although we currently anticipate
that our revenues and profits in the third and fourth quarters of 2005 will be greater than comparable amounts
for the first and second quarters of 2005, if we do not realize increased revenues in future third and fourth
quarter periods, including 2005, due to adverse economic conditions in those quarters or otherwise, our
profitability for any affected quarter and the entire year could be materially and adversely affected because
ongoing selling, general and administrative expenses-are largely fixed.
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Our revenues from certain clients and VAT authorities may change marked!y from year to year.

We examine merchandise procurements and other payments made by business entities such as
manufacturers, distributors and healthcare providers. Services to these types of clients to date have tended to
be more rotational in nature with different divisions of a given client often audited in pre-arranged annual
sequences. Accordingly, revenues derived from a given client may change markedly from year to year
depending on factors such as the size and nature of the client division under audit.

Meridian defers recognition of revenues to the accounting period in which cash is both received from the
foreign governmental agencies reimbursing VAT claims and transferred to Meridian’s clients. The timing of
reimbursement of VAT claims by the various European tax authorities with which Meridian files claims can
differ significantly by country. As a result of Meridian’s revenue recognition policy, and the timing of claim
reimbursements, its revenues can vary markedly from period to period.

The market for providing disbursement audit services to commercial entities in the United States is
maturing.

The substantial majority of our domestic commercial Accounts Payable Services clients are currently
served using a disbursement audit service model that typically entails acquisition from the client of limited
purchase data and an audit focus on a select few recovery categories. We believe that the market for providing
disbursement audit services to commercial entities in the United States is reaching maturity with the existence
of many competitors and increasing pricing pressures. We intend to distinguish ourselves by providing
recurring, contract compliance audits to commercial entities where line item client purchase data is available
and client purchase volumes are sufficient to achieve the Company’s profitability objectives. Contract
compliance audits typically entail a vast expansion of recovery categories reviewed by our auditors with
commensurately greater dollars recovered and fees earned. Until we can convert a substantial number of our
current domestic Accounts Payable Services commercial clients to contract compliance audits, annual
revenues derived from domestic commercial clients may not grow and may decrease. Although we are giving
this conversion managerial emphasis, no definitive completion timetable has been established.

Our domestic commercial Accounts Payable Services business is subject to price pressure.

The substantial majority of the Company’s domestic commercial Accounts Payable Services clients are
currently served using a disbursement audit service model which typically entails obtaining limited purchase
data from the client and an audit focus on a select few recovery categories. The disbursement audit business is
highly competitive and barriers to entry are relatively low. We believe that the low barriers to entry result from
limited technology infrastructure requirements, the need for relatively minimal high-level data, and an audit
focus on a select few recovery categories. As a result of the low barriers to entry, our domestic commercial
Accounts Payable Services business is subject to intense price pressure from our competition.

We may be unable to protect and maintain the competitive advantage of our proprietary technology and
intellectual property rights.

Our operations could be materially and adversely affected if we are not able to adequately protect our
proprietary software, audit techniques and methodologies, and other proprietary intellectual property rights.
We rely on a combination of trade secret laws, nondisclosure and other contractual arrangements and
technical measures to protect our proprietary rights. Although we presently hold U.S. and foreign registered
trademarks. and U.S. registered copyrights on certain of our proprietary technology, we may be unable to
obtain similar protection on our other intellectual property. In addition, our foreign registered trademarks may
not receive the same enforcement protection as our U.S. registered trademarks. We generally enter into
confidentiality agreements with our employees, consultants, clients and potential clients. We also limit access
to, and distribution of, our proprietary information. Nevertheless, we may be unable to deter misappropriation
of our proprietary information, detect unauthorized use and take appropriate steps to enforce-our intellectual
property rights, Our competitors also may independently develop technologies that are substantially equivalent
or superior to our technology. Although we believe that our services and products do not infringe on the
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intellectual property rights of others, we can not prevent someone else from asserting a clalm against us in the
- future for violating their technology rights.

Our failure to retain the services of John M. Cook, or other key members of management, could
adversely impact our continued success.

Our continued success depends largely on the efforts and skills of our executive oﬂicers and key
employees, particularly John M. Cook, our Chief Executive Officer and Chairman of the Board. The loss of
the services of Mr. Cook or other key members of management could materially and adversely affect our
business. We have entered into employment agreements with Mr. Cook and other key members of
management. While these employment agreements limit the ability of Mr. Cook and other key employees to
directly compete with us in the future, nothing prevents them from leaving our company. We also maintain
key man life insurance policies in the aggregate amount of $13.3 million on the life of Mr. Cook.

We may not be able to continue to compete successfully with other businesses offering recovery audit
services.

- The recovery audit business is highly competitive. Our principal competitors for accounts payable
recovery audit services include numerous smaller firms. We cannot be certain as to whether we can continue
to compete successfully with our competitors. In addition, our profit margins could decline because of
competitive pricing pressures that may have a material advcrsc effect on our business, ﬁnanmal condition and
results of operations.

Our further expansion into electronic commerce auditing strategies and processes may not be profitable.

We anticipate a growing need for recovery auditing services among current clients migrating to Internet-
based procurement, as well as potential clients already engaged in electronic commerce transactions. In
response to this anticipated future demand for our recovery auditing expertise, we have made and may
continue to make significant capital and other expenditures to further expand into Internet technology areas.
We can give no assurance that these investments will be profitable or that we have correctly anticipated
demand for these services.

An adverse judgment in the ‘seéurities action litigation in which we and John M. Cook are defendants
could have a material adverse effect on our results of operations and liquidity.

We and John M. Cook, our Chief Executive Officer, are defendants in a class action lawsuit initiated on
June 6, 2000 in the United States District Court for the Northern District of Georgia, Atlanta Division (the
“Securities Class Action Litigation’). On February 8, 2003, we entered into a Stipulation of Settlement
(“Settlement”) with Plaintiffs’ counsel, on behalf of all putative class members, pursuant to which we agreed
to settle the consolidated class action for $6.75 million, which payment is expected to be made by the
insurance carrier for the Company. On February 10, 2003, the Court preliminarily approved the terms of the
Settlement. Consistent with the Federal Rules of Civil procedure, the class will be provided notice of the
Settlement and given the right to object or opt-out of the Settlement. The Court will hold a final approval
hearing on May 26, 2005. Final settlement of the consolidated class action is subject to final approval by the
Court. Should the Court not approve the final settlement of the consolidated class action and should a
judgment subsequently be entered against the Company, it may have a material adverse effect on our results of
operations and liquidity.

Our articles of incorporation, bylaws, and shareholders’ rights plan and Georgia law may inhibit a change
in control that you may favor

Our articles of incorporation and bylaws and Georgia-law contain provisions that may delay, deter or
inhibit a future acquisition of us not approved by our board of directors. This could occur even if. our
shareholders are offered an attractive value for their shares or if a substantial number or even a majority of our
shareholders believe the takeover is in their best interest. These provisions are intended to encourage any
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person interested in acquiring us to negotiate with and obtain the approval of our board of directors in
connection with the transaction. Provisions that could delay, deter or inhibit a future acquisition include the
following:

» a staggered board of directors;
* the requirement that our shareholders may only remove directors for cause;
» specified requirements for calling special meetings of shareholders; and

s the ability of the board of directors to consider the interests of various constituencies, including our
employees, clients and creditors and the local community.

Our articles of incorporation also permit the board of directors to issue shares of preferred stock with such
designations, powers, preferences and rights as it determines, without any further vote or action by our
shareholders. In addition, we have in place a “poison pill” shareholders’ rights plan that will trigger a dilutive
issuance of common stock upon substantial purchases of our common stock by a third party which are not
approved by the board of directors. These provisions also could discourage bids for our shares of common
stock at a premium and have a material adverse effect on the market price of our shares.

Our stock price has been and may continue to be volatile.

‘Our common stock is traded on The Nasdaq Stock Market. The trading price of our common stock has
been and may continue to be subject to large fluctuations. Our stock price may increase or decrease in
response to a number of events and factors, including:

+ future announcements concerning us, key clients or competitors;

. duartcrly variations in operaﬁng results;

¢ changes in financial estimates and recommendations by securities analysts;
+ developments with respect to technology or litigation;

« the operating and stock price performance of other companies that investors may deem comparable to
our Company;

* acquisitions and financings; and
» sales of blocks of stock by insiders.

Stock price volatility is also attributable to the current state of the stock market, in which wide price
swings are common. This volatility may adversely affect the price of our common stock, regardless of our
operating performance.

Our ability to pay off or repurchase convertible notes, if required, may be limited.

Our convertible notes are due in 2006. Additionally, in certain circumstances, including a change in
control, the holders of the notes may require us to repurchase some or all of the convertible notes. We may not
have sufficient financial resources at such time or may be unable to arrange financing to pay the repurchase
price of the convertible notes. Qur ability to pay off when due or repurchase the convertible notes may be
limited by law, the indenture, or the terms of other agreements relating to our senior indebtedness. For
example, under the terms of our senior bank credit facility, the lender under that facility is required to consent
to any payment of principal under the convertible notes. We may be required to refinance our senior
indebtedness in order to make such payments, and we can give no assurance that we would be able to obtain
such financing on acceptable terms or at all. .
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FORWARD LOOKING STATEMENTS

Some of the information in this Form 10-K contains forward-looking statements and information made
by us that are based on the beliefs of management as well as estimates and assumptions made by and
information currently available to our management. The words “could,” “may,” “might,” “will,” “would,”
“shall,” “should,” “pro forma,” “potential,” “pending,” “intend,” “believe,” “expect,” “anticipate,” “esti-
mate,” “plan,” “future” and other similar expressions generally identify forward-looking statements, including,
in particular, statements regarding future services, market expansion and pending litigation. These forward-
looking statements are made pursuant to the safe harbor provisions of the Private Securities Litigation Reform
Act of 1995. Investors are cautioned not to place undue reliance on these forward-looking statements. Such
forward-looking statements reflect the views of our management at the time such statements are made and are
subject to a number of risks, uncertainties, estimates and assumptions, including, without limitation, in
addition to those identified in the text surrounding such statements, those identified under “Risk Factors” and
elsewhere in this Form 10-K.

LRI 14

Some of the forward-looking statements contained in this Form 10-K include:
« statements regarding the Company’s expected future dependency on its major clients;

« statements regarding market opportunities for recovery audit firms and the opportunities offered by the
Accounts Payable Services business;

« statements regarding the Company’s strategic business initiatives;

« statements regarding conversion of a substantial number of the Company’s commercial clients from
the disbursement audit service model to the contract compliance service model;

« statements regarding future revenues for international Accounts Payable Services including European
revenue growth;

« statements regarding the Company’s expected increase in revenues in its international Accounts
Payable Services operations relating to increased signed service contracts;

« statements regarding the exploration of the Company’s strategic business alternatives;

« statements regarding the Company’s future revenues returning to pre-2002 seasonal patterns;

.+ statements regarding future run-rate basis cost savings in relation to the Company’s strategic
initiatives;

+ statements regarding the future dilutive effect of shares subject to the convertible notes;

» statements regarding the impact of newly-emerging procurement technologies involving the Internet
and the lack of data type definitions on recovery audit opportunities;

+ statements regarding the expected relative return on investment and growth of the Accounts Payable
Services business; :

« statements regarding new service offerings in the Company’s Meridian operating segment;

+ statements regarding future revenue growth resulting from improvement in the Company’s audit start
trend and increased claim productivity;

+ statements regarding the Company’s ability to maintain its client retention rates; and

» statements regarding the sufficiency of the Company’s resources to meet its working capital and capital
expenditure needs.

In addition, important factors to consider in evaluating such forward-looking statements include changes
or developments in United States and international economic, market, legal or regulatory circumstances,
changes in our business or growth strategy or an inability to execute our strategy due to changes in our industry
or the economy generally, the emergence of new or growing competitors, the actions or omissions of third
parties; including suppliers, customers, competitors and United States and foreign governmental authorities,
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and various other factors. Should any one or more of these risks or uncertainties materialize, or the underlying
estimates or assumptions prove incorrect, actual results may vary significantly and markedly from those
expressed in such forward-looking statements, and there can be no assurance that the forward-looking
statements contained in this Form 10-K will in fact occur.

Given these uncertainties, you are cautioned not to place undue reliance on our forward-looking
statements. We disclaim any obligation to announce publicly the results of any revisions to any of the forward-
looking statements contained in thlS Form 10-K, to reflect future events or developments.

ITEM 2. Properties

The Company’s principal executive offices are located in approximately 132,000 square feet of office
space in Atlanta, Georgia. The Company leases this space under an agreement expiring on December 31,
2014. The Company’s various operating units lease numerous other parcels of operating space in the various
countries in which the Company currently conducts its business.

Excluding the lease for the Company’s principal executive offices, the majority of the Company’s real
property leases are individually less than five years in'duration. See Note 9 of Notes to Consolidated Financial
Statements included in Item 8. of this Form 10-K.

ITEM 3. Legal Proceed.ings

Beginning on June 6, 2000, three putative class action lawsuits were filed against the Company and
certain of its present and former officers in the United States District Court for the Northern District of
Georgia, Atlanta Division. These cases were subsequently consolidated into one proceeding styled: In re Profit
Recovery Group International, Inc. Sec. Litig., Civil Action File No. 1:00-CV-1416-CC (the “Securities
Class Action Litigation”). On November 13, 2000, the Plaintiffs in these cases filed a Consolidated and
Amended Complaint (the “Complaint”). In that Complaint, Plaintiffs allege that the Company, John M.
Cook, Scott L. Colabuono, the Company’s"former Chief Financial Officer, and Michael A. Lustig, the
Company’s former Chief Operating Officer, (the “Defendants”) violated Sections 10(b) and 20(a) of the
Securities Exchange Act of 1934 and Rule 10b-5 promulgated thereunder by allegedly disseminating false and
misleading information about a change in the Company’s method of recognizing revenue and in connection
with revenue reported for a division. Plaintiffs purport to bring this action on behalf of a class of persons who
purchased the Company’s stock between July 19, 1999 and July 26, 2000. Plaintiffs seek an unspecified
amount of compensatory damages, payment of litigation fees and expenses, and equitable and/or injunctive
relief. On January 24, 2001, Defendants filed a Motion to Dismiss the Complaint for failure to state a claim
under the Private Securities Litigation Reform Aét, 15 U.S.C. § 78u-4 et seq. The Court denied Defendant’s
Motion to'Dismiss on June 5, 2001. Defendants served their Answer to Plaintiffs’ Complaint on June 19, 2001.
The Court granted Plaintiffs’ Motion for Class Certification on December 3, 2002.

On February 8, 2005, the Company entered into a Stipulation of Settlement of the Securities
Class Action Litigation. On February 10, 2005, the United States District Court for the Northern District of
Georgia, Atlanta Division preliminarily approved the terms of the Settlement: If approved by the Court, the
Settlement is not expected to require any financial contribution by the Company. Consistent with the Federal
Rules of Civil Procedure, the class will be provided notice of the Settlement and given the right to object or
opt-out of the Settlement. The Court will hold a final approval hearing on May 26, 2005. Final settlement of
the consolidated class action is subject to final approval by the Court.

In the normal course of business, the Company is involved in and ‘'subject to other claims, contractual
disputes and other uncertainties. Management, after reviewing with legal counsel all of these actions and
proceedings, believes that the aggregate 1osses if any, will not have a matenal adverse effect on the Company s
financial posmon or results of operatlons

ITEM 4. Submission of Matters to a Vote of Security Holders

During the fourth quarter covered by this report, no matter was submitted to a vote of security holders of
the Company.
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PART II

ITEM 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities ‘

The Company’s common stock is traded under the symbol “PRGX” on The Nasdaq Stock Market
(Nasdaq). The Company has not paid cash dividends since its March 26, 1996 initial public offering and does
not intend to pay cash dividends in the foreseeable future. Moreover, restrictive covenants included in the
Company’s senior bank credit facility specifically prohibit payment of cash dividends. As of February 28, 2005,
there were approximately 4,410 beneficial holders of the Company’s common stock and 209 holders of record.
The following table sets forth, for the quarters indicated, the range of high and low trading prices for the
Company’s common stock as reported by Nasdaq during 2004 and 2003.

2004 Calendar Quarter : High  Low
TR LT 5 $5.05  $3.87
2nd Quarter ... 5.57 4.21
3rd Quarter................. e e e e e 6.21 4.77
dth QUAET . . .ot 6.13 4.85
2003 Calendar Quarter High  Low
Ist QuUarter ... ..ot e PSP $9.18  $6.72
20d QUATTET . ..ot e 8.99 5.85
) s B 1y =) O 6.85 4.96
A QUAI O . . ottt it e e e e 6.30 443

The Company did not repurchase any of its outstanding common stock during 2004 as its Senior Credit
Facility prohibits stock repurchases.

ITEM 6. Selected Consolidated Financial Data

The following table sets forth selected consolidated financial data for the Company as of and for the five
years ended December 31, 2004. Such historical consolidated financial data have been derived from the
Company’s Consolidated Financial Statements and Notes thereto, which have been audited by KPMG LLP,
Independent Registered Public Accounting Firm. The Consolidated Balance Sheets as of December 31, 2004
and 2003, and the related Consolidated Statements of Operations, Shareholders’ Equity and Cash Flows for
each of the years in the three-year period ended December 31, 2004 and the report of the Independent
Registered Public Accounting Firm thereon are included in Item 8. of this Form 10-K. The Company
disposed of its Logistics Management Services segment in October 2001 and closed a unit within the
Communications Services business during the third quarter of 2001. In December 2001, the Company
disposed of its French Taxation Services business which had been part of continuing operations until the time
of its disposal. Additionally, in January 2004, the Company consummated the sale of the remaining
Communications Services operations. Selected consolidated financial data for the Company has been
reclassified to reflect Logistics Management Services, the closed unit within Communications Services, the
French Taxation Services business and the remaining Communications Services operations as discontinued
operations, and all historical financial information contained herein has been reclassified to remove these
businesses from. continuing operations for all periods presented. During the fourth quarter of 2000, the
Company’s Meridian and Channel Revenue businesses adopted Staff Accounting Bulletin (“SAB”) No. 101,
Revenue Recognition in Financial Statements, retroactive to January 1, 2000. The data presented below should
be read in conjunction with the Consolidated Financial Statements and Notes thereto included elsewhere in




this Form 10-K and other financial information appearing elsewhere in this Form 10-K including Manage-
ment’s Discussion and Analysis of Financial Condition and Results of Operations.

Statements of Operations Data;
Revenues
Cost of revenues
Selling, general and administrative expenses ...........
Impairment charges........... .. ... .. i

Operating income (loss) ...........c.cveiiiun..
Interest (EXPemse) ... . vt
Interest income

Earnings (loss) from continuing operations before
income taxes, discontinued operations and
cumulative effect of accounting changes...........

Income taxes

Earnings (loss) from continuing operations before
discontinued operations and cumulative effect of
accounting changes ............cooouveeniene...

Discontinued operations:

Earnings (loss) from discontinued operations, net of
INCOME tAXES. . .. oottt ittt e e

Gain (loss) on disposal/retention of discontinued
operations, including operating results for phase out
period, net of income taxes. .....................

Earnings (loss) from discontinued operations

Earnings (loss) before cumulative effect of accounting

changes . ... ...
Cumulative effect of accounting changes, net of income

taxes

Net earnings (1oss) .......ciiiiiii i

Basic earnings (loss) per share:

Earnings (loss) from continuing operations before
discontinued operations and cumulative effect of
accounting changes ..................... S

Discontinued operations

Cumulative effect of accounting changes ............

Net earnings (10ss) .......covvvvinnn... e

Diluted earnings (loss) per share:

Earnings (loss) .from continuing operations before
discontinued operations and cumulative effect of
accounting changes ............ ... .o i

Discontinued operations

Cumulative effect of accounting changes ............

Net earnings (loss) ...................coooiinne.

Balance Sheet Data:
Cash and cash equivalents . .........................
Workjng capital (7)
TOtAl ASSELS . - -+ oo soee et e e

Long-term debt, excluding current installments and loans
from shareholders

Convertible notes . . ..........c i
Total shareholders’ equity................... ..ot

Years Ended December 31,

2004 (1) (2) 2003(2)(3) 2002(2)(4)(5) 2001(2)(6) 2000(2)(5)
(In thousands, except per share data)
$356,873 ‘$ 375,701 " $446,890 $296,494 $290,017
224,527 233,689 253,852 168,537 170,438
125,113 124,240 142,001 113,861 104,565
— © 206,923 — — —
7,233 (189,151) 51,037 14,096 15,014
(9,142) (9,520) (9,934) (9,403) (7,839)
593 572 595 500 250
(1,316) (198,099) 41,698 5,193 7,425
75,344 (35,484) 15,336 3,152 4,423
(76,660) (162,615) 26,362 2,041 3,002
—_ 1,267 (7,794) (2,997) (15,985)
5,177 530 2,716 (82,755) —
5,177 1,797 (5,078) (85,752) (15,985)
(71,483) (160,818) 21,284 (83,711) (12,983)
_ — (8,216) — (26,145)
$(71,483) $(160,818) $ 13,068 $(83,711) $(39,128)
$ (1.24) §  (2.63) $ 042 $ 004 $ 006
0.08 0.03 (0.08) (1.77) (0.33)
— . — (0.13) — (0.53)
$ (1.16) $ (2.60) $ 021 $ (1.73) $ (0.80)
$ (1.24) § (2:63) $ 038 $ 0.04 $ 0.06
. 0.08 0.03 (0.06) (1.76) (0.32)
— — (0.10) — (0.53)
$ (L16) § (2.60) $ 022 $ (1.72) $ (0.79)
December 31,
2004(1)(2) 2003(2)(3) 2002(2)(4)(5) 2001(2)(6) 2000(2)(5)
(In thousands)
$ 12,596 $ 26,658 $ 14,860 $ 33,334 $ 18,748
7,148 1,715 35,562 39,987 156,944
341,936 426,049 585,780 379,260 497,364
— — 26,363 — 153,563
123,286 122,395 121,491 121,166 —
103,584 173,130 337,885 ¢ 168,095 247,529

(1) In 2004, the Company recognized an increase in the valuation allowance against its remaining net deferred tax assets. See Note 10 of
Notes to Consolidated Financial Statements included in Item 8. of this Form 10-K.
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(2) During January 2004, the Company complcted the sale of its remaining Communications Services operations. In accordance with
accounting principles generally accepted in the United States of America, Communications Services has been reflected as
discontinued operations for all periods presented. See Note 2(c) of Notes to Consolidated Financial Statements included in Item 8.
of this Form 10-K.

During 2003, the Company recognized impairment charges related to goodwill, intangible assets with indefinite lives and long-lived

3
assets. See Notes 1(j) and 7 of Notes to Consolidated Financial Statements included in Item 8. of this Form 10-K.

~—

(4) During 2002, the Company completed the acquisitions of the businesses of HSA-Texas and affiliates accounted for as a purchase.
See Note 14 of Notes to Consolidated Financial Statements included in Item 8. of this Form 10-K.

(5) In 2002, the Company incurred a charge in connection with the implementation of Statement of Financial Accounting Standards
No. 142, Goedwill and Other Intangible Assets. See Note 7 of Notes to Consolidated Financial Statements included in [tem 8. of this
Form 10-K. Additionally, in 2000 the Company changed its method of accounting for revenue recognition. During the fourth quarter
of 2000, the Company’s Meridian and Channel Revenue businesses adopted Staff Accounting Bulletin (“SAB”) No. 101, Revenue
Recognition in Financial Statements, retroactive to January 1, 2000.

During 2001, the Company completed the sale of its French Taxation Services business and Logistics Managcmenf Services segment
at net losses of $54.0 million and $19.1 million, respectively. See Note 2 of Notes to Consolidated Financial Statements included in
Item 8. of this Form 10-K.

(7) Reflects December 31, 2004 scheduled maturity of the Company’s line of credit, which was refinanced in November 2004, and
reclassification to current liabilities at December 31, 2003.

(6

o

ITEM 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Introduction

Revenue Recognition

The Company’s revenues are based on specific contracts with its clients. Such contracts generally specify:
(a) time periods covered by the audit; (b) nature and extent of audit services to be provided by the Company;
(c) the clients’ duties in assisting and cooperating with the Company; and (d) fees payable to the Company,
generally expressed as a specified percentage of the amounts recovered by the client resulting from liability
overpayment claims identified.

In addition to contractual provisions, most clients also establish specific procedural guidelines that the
Company must satisfy prior to submitting claims for client approval. These guidelines are unique to each
client and impose specific requirements on the Company, such as adherence to vendor interaction protocols,
provision of advance written notification to vendors of forthcoming claims, securing written claim validity
concurrence from designated client personnel and, in limited cases, securing written claim validity concur-
rence from the involved vendors. Approved claims are processed by clients and generally taken by them as a
recovery of cash from the vendor or a reduction to the vendor’s accounts payable balance.

The Company generally recognizes revenue on the accrual basis except with respect to its Meridian VAT
Reclaim business unit (“Meridian”) and Channel Revenue, a division of Accounts Payable Services. Revenue
is generally recognized for a contractually specified percentage of amounts recovered when it has been
determined that our clients have received economic value (generally through credits taken against existing
accounts payable due to the involved vendors or refund checks received from those vendors), and when the
following criteria are met: (a) persuasive evidence of an arrangement exists; (b) services have been rendered;
(c) the fee billed to the client is fixed or determinable; and (d) collectibility is reasonably assured. In certain
limited circumstances, the Company will invoice a client prior to meeting all four of these criteria; in such
cases, revenue is deferred until all of the criteria are met. '

The Company’s Meridian and Channel Revenue units recognize revenue on the cash basis in accordance
with guidance issued by the Securities and Exchange Commission in Staff Accounting Bulletin (“SAB”)
No. 104, Revenue Recognition. Based on the guidance in SAB No. 104, Meridian defers recognition of
revenues to the accounting period in which cash is both received from the foreign governmental agencies
reimbursing value-added tax (“VAT”) claims and transferred to Meridian’s clients. Channel Revenue defers
recognition of revenue to the accounting period in whlch cash is received from its clients as a result of
overpayment claims identified.

The Company derives an insignificant amount of revenues on a “fee-for-service” basis whereby billing is
based upon a flat fee, or fee per hour, or fee per unit of usage. The Company recognizes revenue for these
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types of services as they are provided and invoiced and when criteria (a) through (d) as set forth above are
met.

Evaluation of Strategic Alternatives

On October 21, 2004, the Company announced that its Board of Directors, in response to several inquiries
received by the Company, has decided to explore the Company’s strategic alternatives, including a possible
sale of the Company. The Board, together with its financial advisor, CIBC World Markets Corp., will evaluate
the Company’s options and determine the course of action that is in the best interests of its shareholders. The
exploration of strategic alternatives is ongoing; however, the Company is not engaged in any negotiations at
this time and there can be no assurance that any transaction or other corporate action will result from this
effort.

Strategic Business Initiatives for the Accounts Payable Services Business

The Company’s objective is to build on its position as the leading worldwide provider of recovery audit
services. The Company’s strategic plan to achieve these objectives focuses on a series of initiatives designed to
maintain its dedicated focus on the Company’s clients and rekindle its growth. The Company has imple-
mented a number of strategic business initiatives over the past 18 months that have been leveraged to reduce
costs, increase recoveries and fuel growth at existing and new clients. Some of these key initiatives include:
(1) Centralize Claim Processing and Field Audit Work; (2) Standardize Audit Software and Processes;
(3) Implement Technology Platforms; and (4) Optimize the Organization. With these strategic business
initiatives in place, the Company is focused on executing a growth strategy that includes the following key
clements: (1) Grow Business with Existing Clients; (2) Grow the International Business; (3) Grow the
U.S. Commercial and Government Business; and (4) Develop New Vertical Markets. See Part I, Item 1.
“Business — The PRG-Schultz Strategy”.

Evolving the service model (Model Evolution) entails developing consistent audit tools, audit methodolo-
gies and field staffing protocols. The Company believes that this consistency is a critical prerequisite to better
serving its clients, since it will provide a uniform foundation for propagating best practices throughout the
world. Another area the Company is addressing is gaining cost efficiencies through the standardization of the
more routine sub-components of the recovery audit process that lend themselves to greater efficiency and cost-
effectiveness when performed in a specialized, centralized work group setting. Management believes that this
will allow the Company to maximize recoveries for its clients in both the retail and commercial sectors as a
result of the better tools and methodologies while lowering the Company’s overall cost of revenues as a
percentage of revenues. ‘

The Model Evolution work will initially concentrate on the U.S. Accounts Payable Services business and
domestic corporate support functions. The Company has been conducting the U.S.-based aspect of its work
through most of 2004 and continues to drive towards a goal of run-rate basis cost savings, compared to the
2003 level, of approximately $16.0 million to $20.0 million upon completion of the U.S.-based work effort. A
significant portion of these expected cost savings are being targeted for reinvestment to fund the cost of new
growth initiatives, including significant additional financial commitments to international Accounts Payable
Services expansion and new business development. In conducting this service model initiative, the Company is
incurring significant expenses for items such as employee severances, the closure of offices and the fees of
outside advisors. The Company’s recently announced exploration of strategic alternatives is not expected to
negatively impact the timing for completion of the Company’s strategic business initiatives work.

Other Developments

Potential Settlement of Class Action Lawsuit

On February 8, 2005, the Company entered into a Stipulation of Settlement (“Settlement”) with
Plaintiffs’ counsel, on behalf of all putative class members, pursuant to which it preliminarily agreed to settle
the consolidated class action for $6.75 million, which payment is expected to be made by the insurance carrier
for the Company. On February 10, 2005, the Court preliminarily approved the terms of the Settlement.
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Consistent with the Federal Rules of Civil procedure, the class will be provided notice of the Settlement and
given the right to object or opt-out of the Settlement. The Court will hold a final approval hearing on May 26,
2005. Final settlement of the consolidated class action is subject to final approval by the Court.

Settlement of Warranty Claims Pertaining to a Business Sold in 2001

On December 14, 2001, the Company consummated the sale of its French Taxation Services business
(“ALMA?”), as well as certain notes payable due to the Company, to Chequers Capital, a Paris-based private
equity firm. In conjunction with this sale, the Company provided the buyer with certain warranties. Effective
December 30, 2004, the Company, Meridian and ALMA (the “Parties”) entered into a Settlement
Agreement (the “Agreement”) requiring the Company to pay a total of 3.4 million Euros ($4.7 million at
January 3, 2005 exchange rates, the payment date), to resolve the buyer’s warranty claims and a commission
dispute with Meridian. During 2004, the Company recognized a loss on discontinued operations of
$3.1 million for amounts not previously accrued to provide for these claims. No tax benefit was recognized in
relation to the expense. The Agreement settles all remaining indemnification obligations and terminates all
contractual relationships between the Parties and further specifies that the Parties will renounce all
complaints, grievances and other actions. '

New Senior Credit Facility

- On November 30, 2004, the Company entered into an amended and restated credit agreement (the
“Senior Credit Facility’”’) with Bank of America, N.A. (the “Lender”). The Senior Credit Facility amends
and restates the Company’s previous senior credit facility, which was maintained by a syndicate of banking
institutions led by the Lender. The Senior Credit Facility currently provides for révolving credit loans (the
“Revolver”) up to a maximum amount of $25.0 million, subject to certain borrowing base limitations;
provided, however, that the maximum amount of loans outstanding may be increased to $30.0 million as early
as July 1, 2005 upon achievement of certain performance milestones. The Senior Credit Facility provides for
the availability of letters of credit subject to a $10.0 million sublimit.

The occurrence of certain stipulated events, as defined in the Senior Credit Facility, including but not
limited to the event that the Company’s outstanding borrowings exceed the prescribed borrowing base, would
require accelerated principal payments. Otherwise, so long as there is no violation of any of the covenants (or
any such violations are waived), no principal payments are due until the maturity date on May 26, 2006. The
Senior Credit Facility is secured by substantially all assets of the Company. Revolving loans under the Senior
Credit Facility bear interest at either (1) the Lender’s prime rate plus 0.5%, or (2) the London Interbank
Offered Rate (“LIBOR”) plus 3.0%. The Senior Credit Facility requires a fee for committed but unused
credit capacity of .50% per annum. The Senior Credit Facility contains customary financial covenants relating
to the maintenance of a maximum leverage ratio and minimum consolidated earnings before interest, taxes,
depreciation and amortization as defined in the Senior Credit Facility. Covenants in the previous Senior Credit
Facility related to Senior Leverage, Fixed Charge Coverage, and Minimum Net Worth were eliminated. At
December 31, 2004, the Company was in compliance with all such covenants.

Revision to Previously Reported 2004 Results from Continuing Operations

On March 3, 2005, the Company filed under Form 8-K its press release announcing the results for the
quarter and year ended December 31, 2004. The Company has revised its results from continuing operations
for a non-cash reduction of $0.9 million from the previously announced income tax expense for the year ended
December 31, 2004. This 1.1% reduction from $76.2 million to $75.3 million resulted from an increase in the
amount recorded for the Company’s foreign income tax receivables, and increased results from continuing
operations by $0.9 million, or $0.01 per share, for the fourth-quarter and full-year 2004, as compared to the
results initially reported in the Company’s press release dated March 3, 2005.




Critical Accounting Policies

Management’s Discussion and Analysis of Financial Condition and Results of Operations discusses the
Company’s consolidated financial statements, which have been prepared in accordance with accounting
principles generally accepted in the United States of America. The preparation of these consolidated financial
statements requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and the disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period.

The Company’s significant accounting policies are more fully described in Note 1 of Notes to
Consolidated Financial Statements included in Item 8. of this Form 10-K. However, certain of the Company’s
accounting policies are particularly important to the portrayal of its financial position and results of operations
and require the application of significant judgment by management. As a result, they are subject to an inherent
degree of uncertainty. Accounting policies that involve the use of estimates that meet both of the following
criteria are considered by management to be “critical” accounting policies. First, the accounting estimate
requires the Company to make assumptions about matters that are highly uncertain at the time that the
accounting estimate is made. Second, alternate estimates in the current period, or changes in the estimate that
are reasonably likely in future periods, would have a material impact on the presentation of the Company’s
financial condition, changes in financial condition or results of operations.

In addition to estimates that meet the “critical” estimate criteria, the Company also makes many other
accounting estimates in preparing its consolidated financial statements and related disclosures. All estimates,
whether or not deemed critical, affect reported amounts of assets, liabilities, revenues and expenses, as well as
disclosures of contingent assets and liabilities. On an on-going basis, management evaluates its estimates and
judgments, including those related to revenue recognition, accounts receivable allowance for doubtful
accounts, goodwill and other intangible assets and income taxes. Management bases its estimates and
judgments on historical experience, information available prior to the issuance of the consolidated financial
statements and on various other factors that are believed to be reasonable under the circumstances. This
information forms the basis for making judgments about the carrying values of assets and liabilities that are
not readily apparent from other sources. Materially different results can occur as circumstances change and
additional information becomes known, including changes in those estimates not deemed “critical”.

Management believes the following critical accounting policies, among others, involve its more significant
estimates and judgments used in the preparation of its consolidated financial statements. The development and
selection of accounting estimates, including those deemed “critical,” and the associated disclosures in this
Form 10-K have been discussed with the audit committee of the Board of Directors.

* Revenue Recognition. The Company recognizes revenue on the accrual basis except with respect to
its Meridian business unit, Channel Revenue, a division of Accounts Payable Services, and certain
international Accounts Payable Services units where revenue is recognized on the cash basis in
accordance with guidance issued by the Securities and Exchange Commission in Staff Accounting
Bulletin (“SAB”) No. 104, Revenue Recognition. Revenue is generally recognized for a contractu-
ally specified percentage of amounts recovered when it has been determined that our clients have
received economic value (generally through credits taken against existing accounts payable due to the

~ involved vendors or refund checks received from those vendors), and when the following criteria are
met: (a) persuasive evidence of an arrangement exists; (b) services have been rendered; (c) the fee
billed to ‘the client is fixed or determinable; and (d) collectibility is reasonably assured. The
determination that each of the aforementioned criteria are met, particularly the determination of the
timing of economic benefit received by the client and the determination that collectibility is reasonably
assured, requires the application of significant judgment by management and a misapplication of this
judgment could result in inappropriate recognition of revenue.

» Accounts Receivable Allowance for Doubtful Accounts. The Company maintains allowances for
doubtful accounts for estimated losses resulting from the inability or unwillingness of its clients to
make required payments. The Company evaluates the adequacy of the allowances on a periodic basis.
The valuation includes, but is not limited to, historical loss experience, the aging of current accounts
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receivable balances and provisions for adverse situations that may affect a client’s ability to pay. If the
evaluation of allowance requirements differs from the actual aggregate allowance, adjustments are
made to the allowance. This evaluation is inherently subjective, as it requires estimates that are
susceptible to revision as more information becomes available. If the financial condition of any of the
Company’s clients were to deteriorate, or their operating climates were to change, resulting in an
impairment of either their ability or willingness to make payments, additional allowances may be
required. If the Company’s estimate of required allowances for doubtful accounts is determined to be
insufficient, it could result in decreased operating income in the period such determination is made.
Conversely, if a client subsequently remits cash for an accounts receivable balance which has
previously been written off, it could result in increased operating income in the period in which the
payment is received. A hypothetical 0.1% change in the allowance for doubtful accounts would have a
$0.1 million impact on operating income.

Paybacks and Chargebacks. The Company has calculated an estimate of amounts that could be
potentially paid back to customers in the form of a cash payment or credit against future invoicings to
that customer. Historically, there has been a certain amount of revenues that, even though meeting all
requirements of the Company’s revenue recognition policy, our customers’ vendors have ultimately
rejected the claims underlying such revenues. In that case, our customers, even though cash may have
been coilected by the Company, may request a refund of such amount. The Company has recorded
such refunds as a reduction of revenue. During 2004, the Company experienced a $1.0 million decrease
in revenues due to a change in the estimate related to customer paybacks. In the future, if the
Company was to underestimate the amount of revenue that could potentially be paid or credited back
to customers, then revenues and cash flows from operations could be adversely impacted. A
hypothetical 0.1% change in paybacks and chargebacks would have a $0.4 million impact on operating
income.

Goodwill and Other Intangible Assets. As of December 31, 2004, the Company had a consolidated
goodwill asset of $170.7 million relating to the Accounts Payable Services segment and other intangible
assets of $30.2 million, including intangible assets with indefinite useful lives of $6.6 million, relating to
the Accounts Payable Services segment (see Note 7 of Notes to Consolidated Financial Statements
included in Item 8. of this Form 10-K).

The goodwill impairment valuation is a two-part test. First, the fair value of each reporting unit is
developed and compared with its recorded book value. If the fair value is less than the book value, a
second test is required.

To the extent that management (or its independent valuation advisors) misjudges or miscalculates any
of the critical factors necessary to determine the fair value of its reporting units or intangible assets,
future earnings could be materially adversely impacted.

Income Taxes. The Company’s reported effective tax rate approximated 5,725%, (18%) and 37% for
the years ended December 31, 2004, 2003, and 2002, respectively.

The Company’s effective tax rate is based on historical and anticipated future taxable income, statutory
tax rates and tax planning opportunities available to the Company in the various jurisdictions in which
it operates. Significant judgment is required in determining the effective tax rate and in evaluating the
Company’s tax positions. Tax regulations require items to be included in the tax returns at different
times than the items are reflected in the financial statements. As a result, the Company’s effective tax
rate reflected in its Consolidated Financial Statements included in Item 8. of this Form 10-K is
different than that reported in its tax returns. Some of these differences are permanent, such as
expenses that are not deductible on the Company’s tax returns, and some are temporary differences,
such as depreciation expense. Temporary differences create deferred tax assets and liabilities. Deferred
tax assets generally represent items that can be used as a tax deduction or credit in the Company’s tax
returns in future years for which it has already recorded the tax benefit in the income statement. The
Company establishes valuation allowances to reduce deferred tax assets to the amounts that it believes
are more likely than not to be realized. These valuation allowances are adjusted in light of changing
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facts and circumstances. Deferred tax liabilities generally represent tax expense recognized in the
Company’s consolidated financial statements for which payment has been deferred, or expense for
which a deduction has already been taken on the Company’s tax returns but has not yet been
recognized as an expense in its consolidated financial statements.

SFAS No. 109, Accounting for Income Taxes, requires that deferred tax assets be reduced by a
valuation allowance if it is more likely than not that some portion or all of a deferred tax asset will not
be realized. The ultimate realization of deferred tax assets is dependent upon the generation of future
taxable income during the periods in which those temporary differences are deductible. In making this
determination, management considers all available positive and negative evidence affecting specific
deferred tax assets, including the Company’s past and anticipated future performance, the reversal of
deferred tax liabilities, the length of carry-back and carry-forward periods, and the implementation of
tax planning strategies.

Objective positive evidence is necessary to support a conclusion that a valuation allowance is not
needed for all or a portion of deferred tax assets when significant negative evidence exists. Cumulative
losses in recent years are the most compelling form of negative evidence considered by management in
this determination. For the year ended December 31, 2004 the Company recognized an increase in the
valuation allowance against its remaining net deferred tax assets of $76.6 million. This increase was
offset by the use of approximately $4.3 million of capital loss carry-forwards resulting in a net change in
the valuation allowance of approximately $72.3 million. The Company expects to continue to record a
full valuation allowance on future tax benefits until an appropriate level of profitability is sustained.
Over time, the Company believes it will fully utilize these assets as its results continue to improve.

In addition, the Company’s Consolidated Balance Sheet as of December 31,‘ 2004 included in Item 8.
of this Form 10-K reflects a net deferred income tax liability of $2.3 million ($1.9 million current
deferred tax asset and $4.2 million long-term deferred tax liability).
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Results of Operations

The following table sets forth the percentage of revenues represented by certain items in the Company’s
Consolidated Statements of Operations for the periods indicated:

Years Ended December 31,
2004 2003 2002

Statements of Operations Data:

Revenues ... .. . 100.0% 100.0% 100.0%
Cost Of FEVENMUES .. ..ottt e 62.9 62.2 56.8
Selling, general and administrative expenses . ..................... 35.1 33.1 31.8
Impairment charges . ..........c.oiriitumiii e — 55.0 —
Operating income (108S) . ... vttt 20 (503) 114
Interest (EXPEMSE) . ..\ vttt e ettt e e (26) (250 (22
Interest income . ... ... . e 0.2 0.1 0.1

Earnings (loss) from continuing operations before income taxes,
discontinued operations and cumulative effect of accounting

Change ... . e 0.4) (52.7) 9.3
InCome taxes . ... ..t 21.1 (9.4) 34
Earnings (loss) from continuing operations before discontinued
operations and cumulative effect of accounting change ......... (21.5) (43.3) 59
Discontinued operations:
Earnings (loss) from discontinued operations, net of income taxes — 0.4 (1.7)
Gain on disposal/retention of discontinued operations including
operating results for phase out period, net of income taxes . ..... 1.5 0.1 0.6
Earnings (loss) from discontinued operations ................... 1.5 0.5 (1.1)
Earnings (loss) before cumulative effect of accounting change .... (20.0) (42.8) 4.8
Cumulative effect of accounting change, net of income taxes........ — — (1.9)
Net earnings (10SS) - ... oot e (20.0)% (42.8)% 2.9%

The Company has two reportable operating segments, the Accounts Payable Services segment and
Meridian VAT Reclaim (see Note 5 of Notes to Consolidated Financial Statements included in Item 8. of
this Form 10-K).

Accounts Payable Services

Revenues. Accounts Payable Services revenues for the years ended December 31, 2004, 2003 and 2002
were as follows (in millions):

2004 2003 2002
Domestic Accounts Payable Services revenue:
Retall ... $169.7 $171.0 $231.4
Commercial . ... . ... 33.5 474 70.5
203.2 218.4 301.9
International Accounts Payable Services revenue ................. 112.3 116.9 111.4
Total Accounts Payable Services revenue ................... $315.5 $3353  $4133

For the year ended December 31, 2004, compared to the year ended December 31, 2003, the Company
experienced a decrease in revenues for domestic retail Accounts Payable Services. This decrease was due to a
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$5.2 million decrease in base retail audit revenue and a $1.0 million decrease in revenues due to a change in
the estimate related to customer paybacks. Partially offsetting these decreases were a $3.3 million increase in
the Company’s Sales and Use Tax operations as well as a $1.6 million settlement for past services rendered to
an existing client but for which revenues had not been previously recognized. These increases are not expected
to be recurring items in future periods, although the Company has experienced large Sales and Use Tax
revenues in some periods in the past and could do so in the future. Management believes the decrease in base
retail audit revenue was largely attributable to customers’ increased use of their own internal post-audit
functions and continuing changes in the claims approval and processing patterns in some of the Company’s
largest retail accounts whereby the elapsed time between claim identification by the Company and claim
recovery by our clients has been elongated and some claims have lapsed as unrecoverable due to additional
challenges associated with the passage of time. The Company believes that well-publicized inquiries during
2003 by the United States Securities and Exchange Commission into the accounting by retailers for vendor-
supplied promotional allowances have caused many of its largest clients to slow the approval and processing of
claims against vendors as related policies and procedures are re-examined. The Company believes that this
trend has stabilized. Also, some of our domestic retail Accounts Payable Services clients generally continue to
take a more conservative approach towards claims recognition, and we expect clients to continue to attempt to
use their own internal post-audit functions as a substitute for some or all of our services.

Revenues from the Company’s domestic commercial Accounts Payable Services clients also declined
during the year ended December 31, 2004 compared to the same period of 2003. The period-over-period
decrease was largely due to fewer audit starts in the first six months of 2004. As a result, the Company has
focused its sales effort on new client opportunities within the disbursement audit services arena resulting in an
improvement in signed contracts during the second half of 2004 as compared to the first half of 2004. This
resulted in an improvement in the Company’s audit start trend. To date, disbursement audit services (which
typically entail acquisition from the client of limited purchase data and an audit focus on a select few recovery
categories) have tended to be either “one-time” with no subsequent repeat or rotaticnal in nature with
different divisions of a given client often audited in pre-arranged annual sequences. Revenues derived from a
given client may change markedly from period to period. Claims productivity on disbursement audits
improved during 2004. The Company also continues its focus on converting a substantial number of its current
domestic commercial Accounts Payable Services to contract compliance audits. The improvement in audit
start trends, combined with increased claims productivity and increased focus on contract compliance audits,
could potentially result in higher commercial revenues in 2005.

For the year ended December 31, 2003 compared to the year ended December 31, 2002, the Company
experienced a decline in revenues for domestic retail Accounts Payable Services. This decline was primarily
the result of: (a) revenues lost in 2003 as certain larger clients of the post-merger PRG-Schultz combined
operation utilized other recovery audit service providers for a portion of their overall needs, (b) revenues lost
in 2003 after one of the Company’s larger clients filed for Chapter 11 Bankruptcy Reorganization on April 1,
2003 ($10.6 million), (c) a generally weak retailing environment in which aggregate client purchasing
volumes have been depressed, (d) changes in the claims approval and processing patterns in some of the
Company’s largest retail accounts whereby the elapsed time between claim identification by the Company and
claim recovery by our clients has been elongated and some claims have lapsed as unrecoverable due to
additional challenges associated with the passage of time, and (e) reduced claims due to improvements in
some clients’ internal recovery capabilities. The Company believes that well-publicized inquiries during 2003
by the United States Securities and Exchange Commission into the accounting by retailers for vendor-
supplied promotional allowances have caused many of its largest clients to slow the approval and processing of
claims against vendors as related policies and procedures are re-examined.

Revenues from the Company’s domestic commercial Accounts Payable Services clients also declined
during 2003 compared to 2002. The year-over-year decreases were largely due to fewer audit starts as a result
of the nature of the commercial audit cycle, as discussed further below. Also contributing to the decrease in
revenues from commercial clients is the maturing of the market for providing disbursement recovery audit
services (which typically entails acquisition from the client of limited purchase data and an audit focus on a
select few recovery categories) to commercial entities in the United States. To date, disbursement audit
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services have tended to be either “one-time” with ne subsequent repeat or rotational in nature with different
divisions of a given client often audited in pre-arranged annual sequences. Accordingly, revenues derived from
a given client may change markedly from period to period.

The decrease in revenues from the international portion of Accounts Payable Services in the year ended
December 31, 2004 compared to 2003 was primarily attributable to client-specific issues in the Company’s
European operations ($9.4 million) and a lengthened approval process in the Company’s Canadian operations
($3.0 million). Additionally, the Company experienced a decrease in revenues of $2.2 million for the year
ended December 31, 2004 from one large client acquired as part of the January 24, 2002 acquisition of the
businesses of Howard Schultz & Associates International, Inc. and affiliates (“HSA-Texas”) for which the
Company provides airline ticket revenue recovery audit services primarily due to a decrease in claims and an
increase of paybacks during the current period when compared to the same period of the prior year. These
decreases in revenues were partially offset by an increase in revenues attributable to strengthening of the local
currencies of the Company’s international Accounts Payable Services operations, as a whole, relative to the
U.S. dollar for the year ended December 31, 2004 ($8.7 million).

During the third quarter of 2004, the Company also reengaged with a large retailer in the United
Kingdom and reached an agreement to be paid a minimum of $2.5 million (at December 31, 2004 exchange
rates) through February 2006. Of the $2.5 million, $1.8 million has been deferred at December 31, 2004. The
deferred revenues will be recognized in future periods as claims recoveries are made under the new client
service agreement. Further, during the second half of 2004, the Company signed service contracts with 44
customers expected to lead to an increase in revenues in 2005.

Until the Board has completed the process of exploring strategic alternatives, as discussed above,
uncertainty as to the outcome of the process may cause the Company to experience a reduction in revenues
relating to potential customer turnover.

The increase in revenues from international Accounts Payable Services for the year ended December 31,
2003, compared to the same period of the prior year is primarily attributable to increased revenues generated
by the Company’s Canadian operations combined with increased revenues from one large client acquired as
part of the Company’s January 24, 2002 acquisition of the businesses of HSA-Texas for which the Company
provides airline ticket revenue recovery audit services, as well as increased revenues generated by the
Company’s Asian operations. The Company’s Canadian operations experienced increased revenues period
over period as a result of a strengthening of the local currency to the U.S. dollar when compared to currency
rates for the same period of the prior year. The increase in year-over-year revenues generated by airline ticket
revenue recovery audit services was due to a change in the Company’s contract arrangement with one large
client and an increase in the number of categories on which the Company has been able to write claims. The
increased revenues year over year experienced by the Asian operations resulted from the fact that during the
quarter ended March 31, 2002, the Company recorded no revenues from its Asian operations due to certain
transitional considerations associated with the acquisitions of the businesses of HSA-Texas. Partially offsetting
these increases in international revenues were declines in revenues from the Company’s Latin American and
European operations. Revenues from the Company’s Latin American operations were down year over year
primarily due to decreases in revenues generated from its client base. The decline in revenues from European
accounts, primarily within the United Kingdom, was due to a decrease in revenues generated from the existing
client base as a result of a year-over-year change in client mix. Partially offsetting this decline was an increase
in revenues attributable to strengthening of the local currency to the U.S. dollar during 2003 when compared
to currency rates for the same period of the prior year ($11.0 million).

Cost of Revenues (“COR”). COR consists principally of commissions paid or payable to the Com-
pany’s auditors based primarily upon the level of overpayment recoveries, and compensation paid to various
types of hourly workers and salaried operational managers. Also included in COR are other direct costs
incurred by these personnel, including rental of non-headquarters offices, travel and entertainment, telephone,
utilities, maintenance and supplies and clerical assistance. A significant portion of the components comprising
COR for the Company’s domestic Accounts Payable Services operations are variable compensation-related
costs and will increase or decrease with increases and decreases in revenues. The COR support base for
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domestic retail and domestic commercial operations are not separately distinguishable and are not evaluated
by management individually. The Company’s international Accounts Payable Services also have a portion of
their COR, although less than domestic Accounts Payable Services, that will vary with revenues. The lower
variability is due to the predominant use of salaried auditor compensation plans in most emerging-market
countries.

Accounts Payable Services COR for the years ended December 31, 2004, 2003 and 2002 were as follows
(in millions):

2004 2003 2002
Domestic Accounts Payable Services COR...................... $121.4  $1354 $164.6
International Accounts Payable Services COR ................... 78.9 76.0 66.9
Total Accounts Payable Services COR .................... ... $200.3  $211.4  $231.5

The $14.0 million decrease in COR for domestic Accounts Payable Services was primarily due to lower
revenues ($9.1 million) and a lower COR as a percentage of revenues {$4.9 million or 4.0% of revenues)
during the year ended December 31, 2004 when compared to the same period of 2003. COR as a percentage
of revenues from domestic Accounts Payable Services decreased to 59.7% for the year ended December 31,
2004 compared to 62.0% for the prior year. This improvement in COR as a percentage of revenues was largely
driven by cost reductions in the Company’s U.S. Accounts Payable Services operations where the Company’s
strategic business initiatives, as previously discussed, have been implemented. The Company has reduced its
headcount in its domestic Accounts Payable Services operations, year over year, by approximately 314 in
connection with its strategic business initiatives.

The dollar decrease in COR for 2003 compared to 2002 for domestic Accounts Payable Services was
primarily due to lower revenues during 2003 and correspondingly lower costs that vary with revenues. Also
contributing to the decrease in COR for domestic Accounts Payable Services was the elimination of
transitional expenses for integration efforts associated with the acquisitions of the businesses of HSA-Texas
incurred by the Company during the year ended December 31, 2002. On a percentage basis, COR as a
percentage of revenues from domestic Accounts Payable Services increased significantly to 62.0% for the year
ended December 31, 2003, up from 54.5% for 2002. Although, as a result of decreased revenues, the Company
has experienced a decrease in the variable cost component of COR, the Company continues to incur certain
fixed costs that are a significant component of COR. As revenues decrease, these fixed costs constitute a larger
percentage of COR and result in a higher COR as a percentage of revenues on a comparable basis.

On a dollar basis, cost of revenues for the Company’s international Accounts Payable Services increased
during the year ended December 31, 2004 compared to the same period of 2003 primarily due to increases
attributable to currency fluctuations in the countries in which the Company operates.

On a dollar basis, 2003 COR for international Accounts Payable Services increased over the same period
of the prior year primarily due to increases attributable to currency fluctuations in the countries in which the
Company operates, combined with local currency increases in COR associated with airline ticket revenue
recovery audit services currently provided to one large client, and to a lesser degree, local currency increases in
COR for the Company’s Asian operations. Partially offsetting these increases were local currency decreases in
COR experienced by the Company’s Latin American operations. The increase in COR for international
Accounts Payable Services with airline ticket revenue recovery audit services currently provided to one large
client directly related to increased revenues derived from this client, as discussed above, when compared to the
same period of the prior year. The improvement in COR for the Company’s Latin American operations was
primarily due to a reduction in personnel and a change in the commission structure for some of the auditors in
the Latin American operations.

Internationally, COR as a percentage of revenues from international Accounts Payable Services for the
year ended December 31, 2004 was 70.3%, up from 65.0% in the comparable period of 2003. The increase in
COR as a percentage of revenues for international Accounts Payable Services for the year ended Decem-
ber 31, 2004, as compared with the same period of the prior year, was predominantly due to COR associated
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with airline ticket revenue recovery audit services currently provided to one large client. On a dollar basis,
COR associated with this client are relatively fixed in the short term. Therefore, while the dollar amount of
COR for airline ticket revenue recovery audit services is relatively constant ($5.6 million and $5.7 million for
2004 and 2003, respectively), the decrease in revenues generated ($2.2 million) from these services during the
year ended December 31, 2004 resulted in an increase in COR as a percentage of revenues for those time
periods. Although the Company believes that its European revenues will grow in 2005 over levels achieved in
2004, if revenues were to remain at lower than historical levels, COR as a percentage of revenues for the
Company’s international Accounts Payable Services operations will remain at a higher level than in prior
periods.

Internationally, COR as a percentage of revenues for international Accounts Payable Services for the
year ended December 31, 2003 was 65.0%, up from 60.0% in the comparable period of 2002, This increase was
predominately due to the Company’s European operations. As a result of decreased revenues, the Company’s
European operations experienced a decrease in the variable cost component of COR. However, the European
operations continue to incur certain fixed costs that are a component of COR. As revenues decrease, these
fixed costs constitute a larger percentage of COR and result in a higher overall COR as a percentage of
revenues.

Selling, General, and Administrative Expenses (“SG&A”). SG&A expenses include the expenses of
sales and marketing activities, information technology services and the corporate data center, human
resources, legal, accounting, administration, currency translation, headquarters-related depreciation of prop-
erty and equipment and amortization of intangibles with finite lives. The SG&A support base for domestic
retail and domestic commercial operations are not separately distinguishable and are not evaluated by
management individually. Due to the relatively fixed nature of the Company’s SG&A expenses, these
expenses as a percentage of revenues can vary markedly period to period based on fluctuations in revenues.

Accounts Payable Services SG&A for the years ended December 31, 2004, 2003 and 2002 were as
follows (in millions):
2004 2003 2002

Domestic Accounts Payable Services SG&A ....................... $394 $379 $420
International Accounts Payable Services SG&A .................... 30.1 27.1 25.8
Total Accounts Payable Services SG&A ............cviiinnn... $69.5 $65.0 $67.8

On a dollar basis, the increase in SG&A expenses for the Company’s domestic Accounts Payable
Services operations for the year ended December 31, 2004 when compared to the same period of 2003 was
primarily due to a $2.3 million increase in depreciation expense relating to fixed assets acquired to support the
business. This increase was partially offset by a $1.3 million settlement in the third quarter of 2004 for previous
services rendered to an existing client that had previously been written-off, which reduced SG&A. Addition-
. ally, the Company received $0.8 million relating to a claim from its 2002 acquisition of HSA-Texas during the
third quarter of 2004. The $1.3 million bad debt recovery and the $0.8 million HSA-Texas claim will not be
recurring items in future periods.

On a dollar basis, the 2003 decrease in SG&A expenses for the Company’s domestic Accounts Payable
Services operations, when compared to 2002, was primarily the result of the integration of the Company’s
domestic commercial Accounts Payable Services operations with the domestic retail Accounts Payable
Services operations during the fourth quarter of 2002. As a result of the integration, the Company had lower
payroll expenses due to staffing reductions and a decrease in other support costs.

The increase in SG&A expenses, on a local currency basis, for the year ended December 31, 2004
compared to the year ended December 31, 2003 for international Accounts Payable Services resulted
primarily from increased SG&A expenses experienced by the Company’s Pacific and Asian operations,
partially offset by lower SG&A expenses incurred by the Company’s Latin American operations. Contributing
to the increase experienced by the Company’s Pacific and Asian operations were increased payroll expenses
attributable to management compensation. SG&A from the Company’s Latin American operations was lower
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primarily due to the closure of the Latin American regional headquarters during the last quarter of 2003.
Additionally, on a dollar basis, SG&A increased due to the strengthening of the local currencies of the
Company’s international Accounts Payable Services operations, as a whole, to the U.S. dollar.

The increase in SG&A expenses, on a dollar basis, for the year ended December 31, 2003 compared to
the year ended December 31, 2002 for international Accounts Payable Services resulted primarily from
increased SG&A expenses experienced by the Company’s European operations, partially offset by lower
SG&A expenses incurred by the Company’s Latin American operations and the elimination of transitional
expenses for integration efforts incurred during the year ended December 31, 2002 in connection with the
acquisitions of the businesses of HSA-Texas. The Company’s European operations experienced an increase in
SG&A expenses due to increased support costs and fluctuations of the local currency for various countries of
operations relative to the U.S. dollar when compared to currency rates for the same period of the prior year.
SG&A from the Company’s Latin American operations was lower for the year ended December 31, 2003
when compared to the same period of 2002 primarily due to currency fluctuations period over period.

Meridian VAT Reclaim

Meridian’s operating income for the years ended December 31, 2004, 2003 and 2002 was as follows (in
millions):

2004 2003 2002

Revenues ............cocvinin.n. e $41.4 $404 $336
Cost of TEVENUES . . ... 24.2 22.3 224
Selling, general and administrative eXpenses .................covon. 8.2 6.2 6.5

OPerating iNCOME . . ...\ veeer e e, P $90 §$119 § 47

Revenues. Meridian recognizes revenue on the cash basis in accordance with SAB No. 104. Based on
the guidance in SAB No. 104, Meridian defers recognition of revenues to the accounting period in which cash
is both received from the foreign governmental agencies reimbursing VAT claims and transferred to
Meridian’s clients. Meridian also earns interest income revenue on the cash balances for the period when cash
is received from the foreign governmental agencies until such time the cash is repaid to clients. As a result of
Meridian’s revenue recognition policies, its revenues can vary markedly from period to period.

Revenue generated by Meridian increased $1.0 million for the year ended December 31, 2004 when
compared to,the same period of 2003. A $3.5 million benefit from exchange rate impact related to the
strengthening of the Euro, Meridian’s functional currency, to the U.S. dollar and a $1.0 million increase in
revenues from new clients attributed to initiatives to develop new service offerings was partially offset by
decreases in fee income from VAT refunds and TVR fees. Meridian has developed new service offerings on a
fee-for-service basis providing accounts payable and employee expense reimbursement processing for third
parties. Revenue from such new offerings is expected to increase in 2005. Fee income on VAT refunds
decreased $1.6 million for the year ended December 31, 2004 when compared to the same period of 2003
because Meridian received an unusually high volume of refunds in the first six months of 2003 from certain
European VAT authorities for claims that had been outstanding for an extended period of time. During the
first six months of 2003, the tax authorities for various countries paid claims that, in some cases, had been
outstanding in excess of two years ($6.5 million). The timing of reimbursement of VAT claims by the various
European tax authorities with which Meridian files claims can differ significantly by country.

Also impacting Meridian’s revenues for the year ended December 31, 2004 was a decrease in revenues
generated from Meridian’s joint venture (Transporters VAT Reclaim Limited (“TVR”)) with an unrelated
German concern named Deutscher Kraftverkehr Euro Service GmbH & Co. KG (“DKV”). Meridian
experienced a decrease in TVR revenues of $1.8 million for the year ended December 31, 2004 compared to
the year ended December 31,-2003. During 2004, Meridian agreed with DKV to commence an orderly and
managed closeout of the TVR business. Therefore, Meridian’s future revenues from TVR for processing
TVR’s VAT refunds, and the associated profits therefrom, ceased in October 2004. As TVR goes about the
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orderly wind-down of its business in future periods, it will be receiving VAT refunds from countries, and a
portion of such refunds will be paid to Meridian in liquidation of its investment in TVR. (See Note 13(b) of
Notes to Condensed Consolidated Financial Statements included in Item 8. of this Form 10-K). -

Revenue generated by Meridian increased for the year ended December 31, 2003 over the comparable
period of 2002 primarily due to higher refunds received from certain European VAT authorities for claims that
had been outstanding for an extended period of time. The timing of reimbursement of VAT claims by the
various European tax authorities with which Meridian files claims can differ significantly by country. During
the first six months of 2003, the tax authorities for various countries paid claims that, in some cases, had been
outstanding in excess of two years ($6.5 million). The VAT tax authorities’ payment of this substantial
backlog of claims resulted in an unusually high revenue increase in 2003 in comparison to 2002. Partially
offsetting this increase was a decreasc in revenues generated from Meridian’s joint venture, TVR. Meridian
experienced a decrease in TVR revenues of $1.3 million for the year ended December 31, 2003 compared to
the year ended December 31, 2002.

COR. COR consists principally of compensation paid to various types of hourly workers and salaried
operational managers. Also included in COR are other direct costs incurred by these personnel, including
rental of non-headquarters offices, travel and entertainment, telephone, utilities, maintenance and supplies and
clerical assistance. COR for the Company’s Meridian operations is largely fixed and, for the most part, will not
vary significantly with changes in revenue.

For the year ended December 31, 2004 compared to the same period of the prior year, on a dollar basis,
COR for the Company’s Meridian operations increased primarily due to increased payroll costs as a result of
higher headcount related to new service offerings. For the year ended December 31, 2004 and 2003,
Meridian’s COR as a percentage of revenues was 58.4% and 55.1%, respectively. The increase in COR as a
percentage of revenues for Meridian was the result of the slight increase in revenues for the year ended
December 31, 2004 compared to the same period of 2003 as discussed above combined with increased COR
on a dollar basis.

For the year ended December 31, 2003 compared to the year ended ‘December 31, 2002, COR for
Meridian was relatively stable on a dollar basis. COR as a percentage of revenues for Meridian was 55.1% for
the year ended December 31, 2003, compared to 66.6% for the same period of 2002. The improvement in
COR as a percentage of revenues for Meridian was the result of a significant increase in revenues as discussed
above combined with a stable. COR.

SG&A. Meridian’s SG&A expenses include the expenses of marketing activities, administration,
professional services, property rentals and currency translation. Due to the relatively fixed nature of the
Company’s SG&A expenses, these expenses as a percentage of revenues can vary markedly period to period
based on fluctuations in revenues. ‘

On a dollar basis, the increase in Meridian’s SG&A for the year ended December 31, 2004 compared to
2003 was primarily the result of increased payroll and professional fees relating to new business development.

~ On a dollar basis, the decrease in Meridian’s SG&A for 2003 compared to 2002 was the result of a
reduction in foreign currency exchange losses experienced by Meridian during the year ended December 31,
2003 partially offset by recognized losses related to its joint venture, TVR. Prior to the third quarter of 2002,
Meridian maintained a Receivable Financing Agreement (the “Agreement”) with Barclays Bank plc
(“Barclays”). Meridian recognized a loss on this facility during 2002 due to foreign exchange rate fluctuations
related to the facility. Meridian paid off and terminated the facility in the third quarter of 2002, thereby
eliminating these foreign exchange losses during 2003. Also contributing to the reduction in foreign currency
losses were translation gains recognized during 2003 related to foreign currency deposits and loans. Partially
offsetting the reduction in currency losses were recognized losses related to Meridian’s joint venture, TVR.
During the fourth quarter of 2003, Meridian recognized a loss of $0.8 million, its share of losses generated by
the TVR joint venture. No income or loss from TVR was recognized during the prior year, as TVR’s
operations were break-even.
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Corporate Support

SG&A4. SG&A expenses include the expenses of sales and marketing activities, information technology
services associated with the corporate data center, human resources, legal, accounting, administration,
currency translation, headquarters-related depreciation of property and equipment and amortization of
intangibles with finite lives. Due to the relatively fixed nature of the Company’s SG&A expenses, these
expenses as a percentage of revenues can vary markedly period to period based on fluctuations in revenues.
Corporate support represents the unallocated portion of corporate SG&A expenses not specifically attributable
to Accounts Payable Services or Meridian and totaled the following for the years ended December 31, 2004,
2003 and 2002 (in millions):

2004 2003 2002

Selling, general and administrative expenses .. ...................... $47.5 $53.0 %677

The period-over-period improvement in SG&A for corporate support for the year ended December 31,
2004 compared to the same period of 2003, on a dollar basis, was primarily the result of a decrease in outside
consultancy costs and expenditures for severance costs incurred in 2003 by the Company. This period-over-
period decrease was partially offset by an increase in the strategic business initiatives previously discussed, an
increase in SG&A relating to an offer to settle a preference claim in a client bankruptcy as well as costs
relating to the Company’s Sarbanes-Oxley Act of 2002 compliance initiative. Also partially offsetting the year
over year decrease was a severance payment made to the Company’s former chief financial officer during the
first quarter of 2004.

The Company incurred professional fees during 2004 of $0.4 million in conjunction with evaluating its
strategic alternatives. Such costs will be expensed as incurred and will persist into 2005 at an increased
amount.

The year-over-year improvement in SG&A for corporate overhead from 2002 to 2003, on a dollar basis,
was primarily the result of the elimination of transitional expenses incurred by the Company during 2002 and a
reduction in bonus-related compensation expense for 2003. During the year ended December 31, 2002, the
Company incurred transitional expenses related to consultancy services for integration efforts associated with
the acquisitions of the businesses of HSA-Texas. The year-over-year improvement in SG&A for corporate
overhead was partially offset by increases in expenditures for outside consultancy services associated with the
development and implementation of strategic business initiatives, and expenditures for legal services. Also
offsetting the improvement in SG&A for corporate overhead was a dollar increase in support costs during 2003
resulting from the 2002 integration of the Company’s commercial operations as well as certain other employee
severance and lease termination expenses.

Discontinued Operations
During 2004, the Company recognized net earnings from discontinued operations of $5.2 million.

During the fourth quarter of 2003, the Company declared its remaining Communications Services
operations, formerly part of the Company’s then-existing Other Ancillary Services segment, as a discontinued
operation. On January 16, 2004, the Company consummated the sale of the remaining Communications
Services operations to TSL (DE) Corp., a newly formed company whose principal investor was One Equity
Partners, the private equity division of Bank One. The operations were sold for approximately $19.1 million in
cash paid at closing, plus the assumption of certain liabilities of Communications Services. The Company
recognized a gain on disposal of approximately $8.3 million, net of tax expense of approximately $5.5 million.
Operating results for Communications Services during the phase-out period (January 1, 2004 through
January 16, 2004) were a loss of $(0.3) million, net of an income tax benefit of $(0.2) million.

On December 14, 2001, the Company consummated the sale of its French Taxation Services business
(“ALMA”), as well as certain notes payable due to the Company, to Chequers Capital, a Paris-based private
equity firm. In conjunction with this sale, the Company provided the buyer with certain warranties. Effective
December 30, 2004, the Company, Meridian and ALMA (the “Parties”) entered into a Settlement
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Agreement (the “Agreement”) requiring the Company to pay a total of 3.4 million Euros ($4.7 million at
January 3, 2005 exchange rates, the payment date), to resolve the buyer’s warranty claims and a commission
dispute with Meridian. During 2004, the Company recognized an expense of $3.1 million for amounts not
previously accrued to provide for these claims. No tax benefit was recognized in relation to the expense. The
Agreement terminates all contractual relationships between the Parties and specifies that the Parties will
renounce all complaints, grievances and other actions.

The Company also recognized a gain on the sale of discontinued operations during the year ended
December 31, 2004 of approximately $0.3 million, net of tax expense of approximately $0.2 million. This gain
represented the receipt of a portion of the revenue-based royalty from the sale of the Logistics Management
Services segment in October 2001.

During 2003, the Company recognized net earnings from discontinued operations of $1.8 million. Net
earnings generated by the Company’s Communications Services operations that were sold in January 2004
were $1.3 million. Communications Services has been reclassified to discontinued operations for all periods
presented. The Company also recognized a gain on the sale of discontinued operations of approximately
$0.5 million, net of tax expense of approximately $0.4 million. This gain represented the receipt of a portion of
the revenue-based royalty from the sale of the Logistics Management Services segment in October 2001, as
adjusted for certain expenses accrued as part of the estimated loss on the sale of the segment.

The first component of the 2002 loss from discontinued operations was a loss related to the Communica-
tions Services operations arising from a cumulative effect of an accounting change, net of earnings for 2002.
The Company adopted SFAS No. 142, effective January 1, 2002. SFAS No. 142 requires that goodwill and
intangible assets with indefinite useful lives no longer be amortized, but instead, be tested for impairment at
least annually. SFAS No. 142 also required that the Company perform transitional goodwill impairment
testing on recorded net goodwill balances as they existed on January 1, 2002 using a prescribed two-step, fair
value approach. During the second quarter of 2002, the Company, working with its independent valuation
advisors, completed the required transitional impairment testing and concluded that all recorded net goodwill
balances associated with its Communications Services operations were impaired as of January 1, 2002 under
the then-new SFAS No. 142 guidance. As a result, the Company recognized a charge of $14.8 million as the
cumulative effect of an accounting change, retroactive to January 1, 2002. The Company recorded an income
tax benefit of $5.8 million as a reduction to this goodwill impairment charge, resulting in an after-tax charge of
$9.0 million. Net earnings generated by Communications Services during 2002 of $1.2 'million partially offset
this loss. ’

Offsetting the 2002 loss from discontinued operations was a gain resulting from the retention of formerly
discontinued operations. On January 24, 2002, the Company’s Board of Directors made a decision to retain
formerly discontinued operations, Meridian, the Communications Services business and Channel Revenue,
and to reinstate these businesses as part of continuing operations until such time as market conditions were
more conducive to their sale. As a result of this decision, the Company recognized a net gain of $2.3 million.
This gain represents the excess of the carrying values of these three businesses at historical cost as they were
returned to continuing operations over their former net realizable carrying values while classified as
discontinued operations. '

Additionally, during 2002, the Company recognized a gain on the sale of discontinued operations of
approximately $0.4 million, net of tax expense of approximately $0.3 million. This gain related to the receipt a
portion of the revenue-based royalty from the sale of the Logistics Management Services segment in October
2001, as adjusted for certain expenses accrued as part of the estimated loss on the sale of the segment. Such
revenue-based royalty will continue to be earned through December 31, 2005.

Cumulative Effect of Accounting Change

The Company adopted SFAS No. 142, Goodwill and Other Intangible Assets, effective January 1, 2002.
SFAS No. 142 requires that goodwill and intangible assets with indefinite useful lives no longer be amortized,
but instead be tested for impairment at least annually. SFAS No. 142 also required that the Company perform
‘transitional goodwill impairment testing on recorded net goodwill balances as they existed on January 1, 2002
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using a prescribed two-step, fair value approach. During the second quarter of 2002, the Company, working
with independent valuation advisors, completed the required transitional impairment testing and concluded
that all recorded net goodwill balances associated with its Channel Revenue unit was impaired as of January 1,
2002 under the then-new SFAS No. 142 guidance. As a result, the Company recognized a before-tax charge
of $13.5 million as the cumulative effect of an accounting change, retroactive to January 1, 2002. The
Company recorded an income tax benefit of $5.3 million as a reduction to this goodwill impairment charge,
resulting in an after-tax charge of $8.2 million.

Other Items

Interest (Expense). Interest (expense) was $9.1 million, $9.5 million and $9.9 million for the years
ended December 31, 2004, 2003 and 2002, respectively. The Company’s interest expense for the years ended
December 31, 2004 and 2003 was comprised of interest expense and amortization of the discount related to
the convertible notes, interest on borrowings outstanding under the Senior Credit Facility and interest on debt
acquired as part of the acquisitions of the businesses of HSA-Texas. The decrease in interest expense for 2004
compared to 2003 was due to lower interest on borrowings outstanding under the Senior Credit Facility. The
decrease in interest expense for 2003 compared to 2002 was due to the debt acquired as part of the acquisitions
of the businesses of HSA-Texas being paid off during the second quarter of 2003.

Income Tax Expense (Benefit). The provisions for income taxes for the three years ended Decem-
ber 31, 2004, 2003 and 2002 consist of federal, state and foreign income taxes. The Company’s reported
effective tax rate approximated 5,725%, (18%) and 37% for the years ended December 31, 2004, 2003 and
2002, respectively. The change in the tax rate from an 18% benefit in 2003 to 5,725% expense in 2004 was
primarily the result of the Company recording a non-cash charge of $76.6 million to provide a valuation
allowance against its remaining net deferred tax assets for the year ended December 31, 2004. Over time, the
Company believes it will fully utilize these assets as its results continue to improve. Additionally, the
Company recorded $0.7 million of expense related to the repatriation of cash from Meridian as allowed under
the American Jobs Creation Act of 2004, The change in rate from 37% in 2002 to an 18% benefit in 2003 was
primarily the result of impairment charges in 2003 that created non-tax deductible goodwill offset by a tax
benefit on operating losses.

Quarterly Results

The following tables set forth certain unaudited quarterly financial data for each of the last eight quarters
during the Company’s fiscal years ended December 31, 2004 and 2003. The information has been derived from
unaudited Consolidated Financial Statements that, in the opinion of management, reflect all adjustments
(consisting only of normal recurring adjustments) necessary for a fair presentation of such quarterly
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information. The operating results for any quarter are not necessarily indicative of the results to be expected
for any future period.

2004 Quarter Ended 2003 Quarter Ended
Mar. 31 June 30 Sept. 30 Dec. 31 Mar. 31 June 30 Sept. 30 Dec. 31
(In thousands, except per share data)

REVENUES .o oottt $87,649  $90406  $85,137 § 93,681 $96,593  $95,023 $88,221 § 95,864
Cost of reveniues ..................... 57,629 56,494 54,249 56,155 59,034 57,566 57,155 59,934
Selling, general and administrative
EXPENSES © vt v et 33,206 33,244 28,425 30,238 28,793 28,940 32,649 33,858
Impairment charges................... — — — — — — — 206,923
Operating income (loss) ........... (3,186) 668 2,463 7,288 8,766 8,517 (1,583)  (204,851)
Interest (expense) ............. ... e (2,277) (2,263) (2,253) (2,349) (2,357) (2,351) (2.,423) (2,389)
Interest income . ................c..... 181 115 120 177 145 133 189 105

Earnings (loss) from continuing
operations before income taxes and
discontinued operations . ........... (5,282)  (1,480) 330 5,116 6,554 6,299 (3,817)  (207,135)

Income tax expense (benefit) .......... (2,007) (563) 125 77,789 2,440 2,334 (1,465) (38,793)

Earnings (loss) from continuing
operations before discontinued
OPETALiONS . ..o, (3,275) (917) 205 (72,673) 4,114 3,965 (2,352)  (168,342)

Discontinued operations:
Earnings (loss) from discontinued

Operations . ..........eiiiiiaei... — — — — 231 358 438 240
Gain (loss) on disposal/retention of

discontinued operations ............ 8,122 (1,033) 260 (2,172) 324 — 206 —
Earnings (loss) from discontinued .

Operations . .......ooiiinn ., 8,122 (1,033) 260 (2,172) 555 358 644 240

Net earnings (loss) ............... $ 4847 $(1,950) $ 465 $(74,845) $ 4,669 $ 4323  $(1,708) $(168,102)

Basic earnings (loss) per share:

Earnings (loss) from continuing
operations before discontinued

OPErations ... .......uiiiiiienn. $ (005) $(001) $§ — $ (L17) $ 007 $ 006 $ (004) § (274)
Discontinued operations ............. 0.13 (0.02) 0.01 (0.04) — 0.01 0.01 0.01
Net earnings (loss) ............... $ 008 $(003) $ 001 $ (121) $ 007 § 007 $(003) $ (273)

Diluted earnings (loss) per share:

Earnings (loss) from continuing
operations before discontinued

OPETALIONS o v ev e seeeeeenn $(005) $(001) $ — § (117) $ 007 $ 006 §$ (0.04) § (2.74)
Discontinued operations ............. 0.13 (0.02) 0.01 (0.04) — 0.01 0.01 0.01
Net earnings (10s8) ............... $§ 008 $(0.03) $ 001 $ (121) $ 007 § 007 § (0.03) & (273)

During 2004, the Company’s results of operations were negatively impacted by decreased revenues due to
the Company’s customers’ increased use of their own internal post-audit functions and continuing changes in
the claims approval and processing patterns in some of the Company’s largest retail accounts whereby the
elapsed time between claim identification by the Company and claim recovery by our clients has been
elongated and some claims have lapsed as unrecoverable due to additional challenges associated with the
passage of time. The Company believes that well-publicized inquiries during 2003 by the United States
Securities and Exchange Commission into the accounting by retailers for vendor-supplied promotional
allowances have caused many of its largest clients to slow the approval and processing of claims against
vendors as related policies and procedures are re-examined. The Company believes that this trend has
stabilized. Other factors impacting the Company’s revenues are discussed above in Managements’ Discussion
and Analysis.




Liquidity and Capital Resources

Net cash provided by operating activities was $10.0 million, $28.0 million and $39.4 million during the
years ended December 31, 2004, 2003 and 2002, respectively. Cash provided by operations for the year ended
December 31, 2004 was primarily attributable to the offset of a loss from continuing operations by a non-cash
charge to provide a valuation allowance against the Company’s remaining deferred tax assets as of
December 31, 2004, in addition to a release of restricted cash as a result of the Company’s new Senior Credit
Facility. Cash provided by operating activities during the year ended December 31, 2003 was principally
influenced by a loss from continuing operations combined with a reduction in accrued payroll and related
expenses offset by non-cash impairment charges and an overall decline in accounts receivable balances. The
overall change in accrued payroll and related expenses and accounts receivable balances was the result of
normal operations.

Net cash provided by (used in) investing activities was $7.6 million, $(11.7) million and $(9.3) million
during the years ended December 31, 2004, 2003 and 2002, respectively. Cash provided by investing activities
during the year ended December 31, 2004 related primarily to proceeds of $19.1 million from the sale of the
remaining Communications Services business in January 2004 partially offset by capital expenditures of
$11.3 million. During the year ended December 31, 2003, cash used in investing activities related primarily to
capital expenditures. Cash used in investing activities during the year ended December 31, 2002 related
primarily to capital expenditures of approximately $23.3 million partially offset by $4.0 million in net cash on
hand provided by HSA-Texas at the time of its acquisitions.

Net cash used in financing activities was $31.3 million, $6.9 million and $42.1 million for the years ended
December 31, 2004, 2003 and 2002, respectively. Net cash used in financing activities during the year ended
December 31, 2004 related primarily to repayment of amounts outstanding under the Company’s previous
Senior Credit Facility. Net cash used in financing activities during the year ended December 31, 2003 related
primarily to the repurchase of treasury shares on the open market. During the year ended December 31, 2002,
net cash used in financing activities related primarily to the repayment of certain indebtedness acquired in the
acquisitions of the business of HSA-Texas, net repayments of notes payable, including the repayment of
Meridian’s facility with Barclays Bank, the exercise of an option to purchase 1.45 million shares of the
Company’s outstanding common stock from an affiliate of Howard Schultz, a former director of the Company,
and the repurchase of 0.8 million treasury shares on the open market. These uses of cash for financing
activities during the year ended December 31, 2002 were partially offset by cash provided by borrowings under
the Company’s credit facility to fund the purchase of treasury shares, cash provided by common stock
issuances related to the exercise of vested-stock options and cash provided by sales of the Company’s common
stock under the Company’s employee stock purchase plan.

Net cash provided by (used in) discontinued operations was $(1.1) million, $0.7 million and $2.5 million
during the years ended December 31, 2004, 2003 and 2002, respectively. Cash used in discontinued operations
during 2004 was the result of losses generated by the Communications Services operations prior to its sale on
January 16, 2004. These losses were offset by the receipt of a portion of the revenue-based royalty from the
former Logistics Management Services segment that was sold in October 2001. Cash provided by discontin-
ued operations during 2003 and 2002 was the result of earnings generated from discontinued operations
combined with the receipt of a portion of the revenue-based royalty from the sale of the Logistics
Management Services segment in October 2001.
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Contractual Obligations and Other Commitments

As discussed in Notes to Consolidated Financial Statements included in Item 8. of this Form 10-K, the
Company has certain contractual obligations and other commitments. A summary of those commitments is as
follows:

Payments Due by Period
(in thousands)

Less More

Than 3-5 Than

Total 1 Year 1-3 Years Years 5 Years
Leases. ... ..., $ 63,298 $10,254 § 14224 $10,918  $27,902
Convertible notes(1) ................ 125,000 — 125,000 — —
Interest on convertible notes(2) ....... 11,875 5,938 5,937 — —
Interest on Senior Credit Facility(3) ... 213 150 63 — —
Total ... ... $200,386  $16,342  $145224  $10,918  $27,902

(1) If a future credit ratio covenant violation under the Senior Credit Facility does occur, and the Lender
declares the then-outstanding principal to be immediately due and payable and the Company is unable to
honor it, cross-default language contained in the indenture underlying the convertible notes could also be
triggered, potentially accelerating the required repayment of those notes.

(2) Assumes convertible notes are redeemed on November 26, 2006. See Note 8(b) of Notes to
Consolidated Financial Statements included in Item 8. of this Form 10-K.

(3) The Company is required to pay interest on outstanding balances on its Senior Credit Facility.
Additionally, a fee is required for committed but unused credit capacity of 0.5% per annum based on a
gross facility amount of $30.0 million. Interest expense on the Senior Credit Facility for the years ended
December 31, 2004, 2003 and 2002 was $0.7 million, $1.4 million and $1.1 million, respectively.

On February 8, 2005, the Company entered into a Stipulation of Settlement (“Settlement) to
preliminarily settle the consolidated class action. For complete discussion of the Settlement and certain other
litigation to which the Company is a party and which may have an impact on future liquidity and capital
resources, see Notes 13(a) and 17 of Notes to Consolidated Financial Statements included in Item 8. of this
Form 10-K.

The Company expects to incur professional fees during 2005 relating to its evaluation of strategic
alternatives. The magnitude of such fees is likely to increase if a transaction is consummated, and will be
impacted by the form such transaction would take (i.e., sale of the entire company, sale of individual operating
units, merger, tender offer or other transaction not involving a sale of the Company or its assets.) Cash costs
may be paid relating to recruitment fees if the Company experiences higher levels of employee turnover.
Additionally, if the Company experiences a loss of customers, there would be an associated loss of revenues,
operating income and cash provided by operations.

To promote retention of key employees during the Company’s exploration of strategic alternatives, among
other goals, the Company’s Compensation Committee approved a program under which the Company
modified employment and compensation arrangements with certain management employees as disclosed in
the Company’s Report on Form 8-K filed on February 11, 2005. Under the program, the officers are entitled to
additional benefits related to certain termination and change of control events in exchange for revised
restrictive covenants. Also, in October 2004 the Compensation Committee approved transaction success
bonuses payable upon a change of control for 26 additional key managers. Such bonuses would be calculated
as a percentage of each manager’s annual salary with the applicable percentage based on the per share
consideration received in a change of control transaction. Payments under all these arrangements, together
with other costs incurred in the completion of a transaction that would result in a change of control would be a
material use of cash.
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Among the additional benefits, restricted stock awards representing 40,000 shares of the Company’s
common stock were granted to each of six of the Company’s officers in February 2005. The total 240,000
restricted shares are subject to service-based cliff vesting. The restricted awards vest 3 years following the date
of the grant, subject to early vesting upon a change of control, death, disability or involuntary termination of
employment without cause. The restricted awards will be forfeited if the recipient voluntarily terminates his or
her employment with the Company (or a subsidiary, affiliate or successor thereof) prior to vesting. The shares
are generally nontransferable until vesting. During the vesting period, the award recipients will be entitled to
receive dividends with respect to the escrowed shares and to vote the shares. Over the 3-year vesting period,
the Company will incur non-cash stock compensation expense relating to the restricted stock awards. Based on
the closing stock price on February 11, 2005, the Company will incur non-cash stock compensation expense of
$1.2 million over the 3-year vesting period.

On November 30, 2004, the Company entered into an amended and restated credit agreement (the
“Senior Credit Facility”’) with Bank of America, N.A. (the “Lender”). The Senior Credit Facility amends
and restates the Company’s previous senior credit facility, which was maintained by a syndicate of banking
institutions led by the Lender. The Senior Credit Facility currently provides for revolving credit loans up to a
maximum amount of $25.0 million, subject to certain borrowing base limitations; provided, however, that the
maximum amount of loans outstanding may be increased to $30.0 million as early as July 1, 2005 upon
achievement of certain performance milestones. The Senior Credit Facility provides for the availability of
letters of credit subject to a $10.0 million sublimit.

The occurrence of certain stipulated events, as defined in the Senior Credit Facility, including but not
limited to the event that the Company’s outstanding borrowings exceed the prescribed borrowing base, would
require accelerated principal payments. Otherwise, so long as there is no violation of any of the covenants (or
any such violations are waived), no principal payments are due until the maturity date on May 26, 2006. The
Senior Credit Facility is secured by substantially all assets of the Company. Revolving loans under the Senior
Credit Facility bear interest at either (1) the Lender’s prime rate plus 0.5%, or (2) the London Interbank
Offered Rate (“LIBOR”) plus 3.0%. The Senior Credit Facility requires a fee for committed but unused
credit capacity of 0.5% per annum. The Senior Credit Facility contains customary financial covenants relating
to the maintenance of a maximum leverage ratio and minimum consolidated earnings before interest, taxes,
depreciation and amortization, as those terms are defined in the Senior Credit Facility. Covenants in the
previous credit facility related to Senior Leverage, Fixed Charge Coverage, and Minimum Net Worth were
eliminated. At December 31, 2004, the Company was in compliance with all such covenants.

On November 30, 2004, the Company drew down approximately $9.3 million under the Senior Credit
Facility in order to repay borrowings outstanding under the previous facility. Fees and expenses incurred in
connection with the refinancing were paid from cash on hand. Additionally, new Standby Letters of Credit
(“Letters of Credit”) totaling approximately $0.2 million were obtained to replace those outstanding under
the previous Senior Credit Facility. The Company had outstanding borrowings of $2.3 million under the
Revolver at February 28, 2005. Additionally, the Company had Letters of Credit of $5.1 million, under which
no borrowings were outstanding at February 28, 2005. As of February 28, 2003, approximately $16.1 million
remains available for revolving loans, of which approximately $4.9 million is available for Letters of Credit,
under the Senior Credit Facility.

The Company currently anticipates that it will satisfy the financial ratio covenants of the Senior Credit
Facility for at least the next four calendar quarters. Notwithstanding the Company’s current forecasts, no
assurances can be provided that financial ratio covenant violations of the Senior Credit Facility will not occur
in the future or that, if such violations occur, the Lender will not elect to pursue its contractual remedies under
the Senior Credit Facility, including requiring the immediate repayment in full of all amounts outstanding.
There can also be no assurance that the Company can secure adequate or timely replacement financing to
repay the Lender in the event of an unanticipated repayment demand.

On December 14, 2001, the Company consummated the sale of its French Taxation Services business
(“ALMA”), as well as certain notes payable due to the Company, to Chequers Capital, a Paris-based private
equity firm. In conjunction with this sale, the Company provided the buyer with certain warranties. Effective
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December 30, 2004, the Company, Meridian and ALMA (the ‘“Parties”) entered into a Settlement
Agreement (the “Agreement”) requiring the Company to pay a total of 3.4 million Euros ($4.7 million at
January 3, 2005 exchange rates, the payment date), to resolve the buyer’s warranty claims and a commission
dispute with Meridian. During 2004, the Company recognized a loss on discontinued operations of
$3.1 million for amounts not previously accrued to provide for those claims. No tax benefit was recognized in
relation to the expense. The Agreement settles all remaining indemnification obligations and terminates all
contractual relationships between the Parties and further specifies that the Parties will renounce alt
complaints, grievances and other actions.

On April 1, 2003, Fleming, one of the Company’s larger U.S. Accounts Payable Services clients at that
time, filed for Chapter 11 Bankruptcy Reorganization. During the quarter ended March 31, 2003, the
Company received $5.5 million in payments on account from this client. A portion of these payments might be
recoverable as “preference payments” under United States bankruptcy laws. On January 24, 2005, the
Company received a demand for preference payments due from the trust representing the client. The demand
states that the trust’s calculation of the Company’s preferential payments was approximately $2.9 million. The
Company believes that it has valid defenses against any claim that may be made for payments received from
Fleming. The Company has offered to settle such claim. Accordingly, the Company’s Consolidated Statement
of Operations for the year ended December 31, 2004 includes an expense provision of $0.2 million with respect
to this matter. However, if the Company is unsuccessful in defending a preference payment claim, the
Company’s earnings would be reduced and the Company would be required to make unbudgeted cash
payments which could strain its financial liquidity.

During the period of May 1993 through September 1999, Meridian received grants from the Industrial
Development Authority of Ireland (“IDA”) in the sum of 1.4 million Euro ($1.9 million at December 31,
2004 exchange rates). The grants were paid primarily to stimulate the creation of 145 permanent jobs in
Ireland. As a condition of the grants, if the number of permanently employed Meridian staff in Ireland falls
below 145, then the grants are repayable in full. This contingency expires on September 23, 2007. Meridian
currently employs 205 permanent employees in Dublin, Ireland. The European Union (“EU”) has currently
proposed legislation that will remove the need for suppliers to charge VAT on the supply of services to clients
within the EU. The effective date of the proposed legislation is currently unknown. Management estimates
that the proposed legislation, if enacted as currently drafted, would eventually have a material adverse impact
on Meridian’s results of operations from its value-added tax business. If Meridian’s results of operations were
to decline as a result of the enactment of the proposed legislation, it is possible that the number of permanent
employees that Meridian employs in Ireland could fall below 145 prior to September 2007. Should such an
event occur, the full amount of the grants previously received by Meridian will need to be repaid to IDA.
However, management currently estimates that any impact on employment levels related to a possible change
in the EU legislation will not be realized until after September 2007, if ever. As any potential liability related
to these grants is not currently determinable, the Company’s Consolidated Statement of Operations for the
year ended December 31, 2004 does not include any expense related to this matter. Management is monitoring
this situation and if it appears probable Meridian’s permanent staff in Ireland will fall below 145 and that
grants will need to be repaid to IDA, Meridian will be required to recognize an expense at that time. This
expense could be material to Meridian’s results of operations.

The Company’s current intention is to expand the service offerings of Meridian to offer outsourced
accounts payable and employee expense reimbursement processing and redirect most of the Meridian
employees who may be affected by the proposed legislation to provide services to its core Accounts Payable
Services business. The Company believes that this redirection will significantly enhance its Accounts Payable
Services business internationally as well as provide the peripheral benefit of mitigating the risk of a future IDA
grant repayment.

The Company has adopted a strategic plan to revitalize the business and respond to the changing
competitive environment. The strategic plan focuses on a series of initiatives designed to maintain the
Company’s dedicated focus on its clients and rekindle the Company’s growth. The Company has implemented
a number of strategic business initiatives over the past 18 months that have been leveraged to reduce costs,
increase recoveries and fuel growth at existing and new clients. Some of these key initiatives include:
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(1) Centralize claim processing and field audit work; (2) Standardize audit software and processes;
(3) Implement technology platforms; and (4) Optimize the organization.

The Company has begun implementation of the strategy but remains in the intermediate stages of that
process. Each of the initiatives requires sustained management focus, organization and coordination over time,
as well as success in building relationships with third parties. The results of the strategy and implementation
will not be known until some time in the future. During 2004 and 2003, total costs incurred relating to the
implementation totaled $10.9 million and $11.0 million, respectively. Implementation costs in 2005 are
expected to be approximately $10.0 million less than in 2004. If the Company is unable to implement the
strategy successfully, results of operations and cash flows could be adversely affected. Successful implementa-
tion of the strategy may require material increases in costs and expenses.

The Company anticipates making capital expenditures in the range of $10.0 million to $12.0 million
during 2005, including approximately $2.0 million to $3.0 million of capital expenditures anticipated to be
incurred related to the Company’'s Model Evolution efforts under its strategic plan.

The Company believes that its working capital, current availability under its Senior Credit Facility, and
cash flows generated from future operations will be sufficient to meet the Company’s working capital and
capital expenditure requirements through December 31, 2005 unless it is required to make unanticipated
accelerated debt repayments due to future unanticipated violations of the Senior Credit Facility that are not
waived by the Lender. If a future credit ratio covenant violation under the Senior Credit Facility does occur,
and if the Lender declares the then-outstanding principal to be immediately due and payable, there can be no
assurance that the Company will be able to secure additional financing that will be required to make such a
rapid repayment. Additionally, if such a Lender accelerated repayment demand is subsequently made and the
Company is unable to honor it, cross-default language contained in the indenture underlying the Company’s
separately-outstanding $125.0 million convertible notes issue, due November 26, 2006, could also be triggered,
potentially accelerating the required repayment of those notes as well. In such an instance, there can likewise
be no assurance that the Company will be able to secure additional financing that would be required to make
such a rapid repayment.

New Accounting Standards

In December 2004, the FASB issued SFAS No. 123 (revised 2004) (“SFAS No. 123(R)”), Share-
Based Payment, which will require the Company to recognize compensation expense relating to its stock
options. This Statement requires a public entity to measure the cost of employee services received in exchange
for an award of equity instruments based on the grant-date fair value of the award (with limited exceptions).
That cost will be recognized over the period during which an employee is required to provide service in
exchange for the award — the requisite service period (usually the vesting period). No compensation cost is
recognized for equity instruments for which employees do not render the requisite service. Employee share
purchase plans will not result in recognition of compensation cost if certain conditions are met.

A public entity will initially measure the cost of employee services received in exchange for an award of
liability instruments based on its current fair value; the fair value of that award will be remeasured
subsequently at each reporting date through the settlement date. Changes in fair value during the requisite
service period will be recognized as compensation cost over that period.

SFAS No. 123(R) is effective for all periods beginning after June 15, 2005. Early adoption of this
Statement for interim or annual periods for which financial statements or interim reports have not been issued
is encouraged. As of the required effective date, all public entities will apply this Statement using a modified
version of prospective application. Under that transition method, compensation cost is recognized on or after
the required effective date for the portion of outstanding awards for which the requisite service has not yet
been rendered, based on the grant-date fair value of those awards calculated under SFAS No. 123(R) for
either recognition or pro forma disclosures. For periods before the required effective date, entities may elect to
apply a modified version of retrospective application under which financial statements for prior periods are
adjusted on a basis consistent with the pro forma disclosures required for those periods by Statement 123(R)

43




(See Note 1 (o) of Notes to Consolidated Financial Statements included in Item 8. of this Form 10-K for pro
forma disclosures). The impact of this Statement on future periods cannot be estimated.

ITEM 7A. Quantitative and Qualitative Disclosures About Market Risk

Foreign Currency Market Risk. Our functional currency is the U.S. dollar although we transact business
in various foreign locations and currencies. As a result, our financial results could be significantly affected by
factors such as changes in foreign currency exchange rates, or weak economic conditions in the foreign
markets in which we provide services. Our operating results are exposed to changes in exchange rates between
the U.S. dollar and the currencies of the other countries in which we operate. When the U.S. dollar
strengthens against other currencies, the value of nonfunctional currency revenues decreases. When the
U.S. dollar weakens, the functional currency amount of revenues increases. Overall, we are a net receiver of
currencies other than the U.S. dollar and, as such, benefit from a weaker dollar. We are therefore adversely
affected by a stronger dollar relative to major currencies worldwide.

Interest Rate Risk. Our interest income and expense are most sensitive to changes in the general level of
U.S. interest rates. In this regard, changes in U.S. interest rates affect the interest earned on our cash
equivalents as well as interest paid on our debt. At December 31, 2004, we had fixed-rate convertible notes
outstanding with a principal amount of $125.0 million which bear interest at 4%% per annum. At
December 31, 2004, we had no variable-rate debt outstanding. A hypothetical 100 basis point change in
interest rates on variable-rate debt during the twelve months ended December 31, 2004 would have resulted in
approximately a $0.1 million change in pre-tax income.

Derivative Instruments. As a multi-national company, the Company faces risks related to foreign
currency fluctuations on its foreign-denominated cash flows, net earnings, new investments and large foreign
currency denominated transactions. The Company uses derivative financial instruments from time to time to
manage foreign currency risks. The use of financial instruments modifies the exposure of these risks with the
intent to reduce the risk to the Company. The Company does not use financial instruments for trading
purposes, nor does it use leveraged financial instruments. The Company did not have any derivative financial
instruments outstanding as of December 31, 2004. See Note 1(f) of Notes to Consolidated Financial
Statements included in Item 8. of this Form 10-K.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders
PRG-Schultz International, Inc.:

We have audited the accompanying Consolidated Balance Sheets of PRG-Schultz International, Inc. and
subsidiaries (“the Company”) as of December 31, 2004 and 2003, and the related Consolidated Statements of
Operations, Shareholders” Equity, and Cash Flows for each of the years in the three-year period ended
December 31, 2004. In connection with our audits of the consolidated financial statements, we have also
audited the financial statement schedule as listed in Item 15(a) (2). The consolidated financial statements and
financial statement schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on the consolidated financial statements and financial statement schedule based on our
audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the consolidated financial position of PRG-Schultz International, Inc. and subsidiaries as of
December 31, 2004 and 2003, and the results of their operations and their cash flows for each of the years in
the three-year period ended December 31, 2004, in conformity with U.S. generally accepted accounting
principles. Also in our opinion, the related financial statement schedule, when considered in relation to the
basic consolidated financial statements taken as a whole, presents fairly, in all material respects, the
information set forth therein.

KPMG LLP

Atlanta, Georgia
March 16, 2005




PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share data)

Years Ended December 31,

2004 2003 2002
Revenues . . ... $356,873  $§ 375,701  $446,890
Cost Of TBVENUES . . ... e 224,527 233,689 253,852
Selling, general and administrative expenses .................c..... 125,113 124,240 142,001
Impairment charges (Notes 1(i) and 7) ........ e — 206,923 —
Operating income (loss) ..................... e 7,233 (189,151) 51,037
Interest (EXPEmSE) ... oottt e (9,142) (9,520) ~  (9,934)
Interest INCOME .. ...ttt e e e e 593 572 595
Earnings (loss) from continuing operations before income taxes,
discontinued operations and cumulative effect of accounting
change ... (1,316)  (198,099) 41,698
Income taxes (Note 10)......... P - 75,344 (35,484) 15,336
Earnings (loss) from continuing operations before discontinued
operations and cumulative effect of accounting change ......... {76,660)  (162,615) 26,362

Discontinued operations (Note 2):
Earnings (loss) from discontinued operations, net of income tax
expense (benefit) of $917 and $(4,959) in 2003 and 2002
respectively ... — 1,267 (7,794)
Gain on disposal/retention of discontinued operations including
operating results for phase-out period, net of income tax expense

of $5,495, $354 and $9,604 in 2004, 2003 and 2002, respectively 5,177 530 2,716
Earnings (loss) from discontinued operations ................... 5,177 1,797 (5,078)
Earnings (loss) before cumulative effect of accounting change .... (71,483)  (160,818) 21,284

Cumulative effect of accounting change, net of income tax benefit of
$(5,309) in 2002 (Note 7) ..o — — (8,216)
Net earnings (loss)...... e $(71,483) $(160,818) §$ 13,068

Basic earnings (loss) per share:
Earnings (loss) from continuing operations before discontinued

operations and cumulative effect of accounting change ......... $ (1.24) $§ (263) § 042
Discontinued Operations .. .........uuer et ereenrneea, 0.08 0.03 (0.08)
- Cumulative effect of accounting change........................ — — (0.13)
Net earnings (loss)............ P $ (1.16) $§ (260) § 0.21

Diluted earnings (loss) per share (Note 6):
Earnings (loss) from continuing operations before discontinued

operations and cumulative effect of accounting change ......... $ (1.29) § (263) § 038
Discontinued Operations ... .. ... it e 0.08 0.03 (0.06)
Cumulative effect of accounting change........................ — — (0.10)

Net earnings (10S8) ... ...ttt iiiiees, $ (.16 $§ (260) $ 022
Weighted-average shares outstanding (Note 6):

Basic. ... 61,760 61,751 62,702

Diluted . ..o 61,760 61,751 79,988

See accompanying Notes to Consolidated Financial Statements.
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PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share and per share data)

December 31,
2004 2003

ASSETS (Note 8)
Current assets:

‘Cash and cash equIValents . ... ... . i e $ 12,596 % 26,658
Restricted cash (Note 13(d) ) ... e e e 120 5,758
Receivables:
Contract receivables, less allowances of $3,515 in 2004 and $3,236 in 2003 .......................... 57,514 53,185
Employee advances and miscellaneous receivables, less allowances of $3,333 in 2004 and $4,760 in 2003 3,490 3,573
Total receivables .............. ... o e e e e 61,004 56,758
Funds held for client obligations . .. ... ... ... e 30,920 18,690
Prepaid expenses and other current assets .. ...... ... . e 4,129 3,779
Deferred income taxes (Note 10) ... ..o 1,951 9,211
Current assets of discontinued operations . .. ... . ....o et e —_ 3,179
Total CUITEIE ASSEES . . o\ oottt ittt et it e et e et e e e ettt e e e e e it et 110,720 124,033
Property and equipment:
Computer and other equipment . . ... ...ttt e e 62,858 54,482
Furniture and fixtures ................... et e e e e e 7,778 7,531
Leaseholdimprovcmcnts............................‘.....‘ ..................................... 9,312 8,543
' 79,948 70,556
Less accumulated depreciation and amortization. ......... ... ... il e 53,475 41,090
Property and equipment, net .. .... e PP 26,473 29,466
GOOBWILL (INOIE 7 oottt s e e e e et e e e e e 170,684 170,619
Intangible assets, less accumulated amortization of $4,068 in 2004 and $2,683 in 2003 (Note 7) ............ 30,232 31,617
Deferred income taxes (INote 10) ... .. ... e — 65,370
Other assets (Note 13) ..., e 3,827 3,152
Long-term assets of ‘discontinued operations ........ ... ... it i i — 1,792

$341,936  $426,049

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:

Current installments of debt (Note 8) ............... e $ — $ 31,600
Obligations for client payables . ... ... i 30,920 18,690
Accounts payable and accrued eXpenSes. ... ... 24,395 25,780
* Accrued payroll and related eXPENSES .. .. ... 41,791 40,256
e erTed TEVEIMUE . ... it e e e e 6,466 4,601
Current liabilities of discontinued operations ............ ... . oot . e — 1,391
Total current Habilities .. ... ..ottt e e e e e 103,572 122,318
Convertible notes, net of unamortized discount of $1,714.in 2004 and $2,605 in 2003 (Note 8) ............. 123,286 122,395
Deferred compensation (Note 11)....... .o i i e 2,195 3,695
Deferred income taxes (Note 10) ... it 4,201 —
Other long-term Habilities. . . . . ...ttt e e e e 5,098 4,511
Total Habilities . . . ... o i e e e e e e 238,352 252,919
Shareholders’ equity (Notes 8, 12 and 15}: .
Preferred stock, no par value. Authorized 500,000 shares; no shares issued or outstanding in 2004 and 2003 - —
Participating preferred stock, no par value. Authorized 500,000 shares; no shares issued or outstanding in
2004 and 2003 ... — —
Common stock, no par value; $.001 stated value per share. Authorized 200,000,000 shares; issued
67,658,656 shares in 2004 and 67,489,608 shares in 2003 .. ... .. . .. i e 68 67
Additional paid-in capital . . ... ... . . e P, 493,532 492,878
Accumulated deficit ... ... ... e (342,979) (271,496)
Accumulated other comprehensive income . ......... 1,740 616
Treasury stock at cost, 5,764,525 shares in 2004 and 2003 . ... ... ... . . . . . (48,710)  (48,710)
Unearned portion of restricted stock . .. ... o e e (67) (225)
Total shareholders’ Equity . . ... ...ttt e e 103,584 173,130

Commitments and contingencies (Notes 2, 3, 8, 9, 12 and 13)
$341,936  $426,049

See accompanying Notes to Consolidated Financial Statements.
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PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
Years Ended December 31, 2004, 2003 and 2002

Balance at December 31,2001 ..........
Comprehensive income:
Net income

Other comprehensive loss — foreign
currency translation adjustments:

Continuing operations . .. ...........
Discontinued operations ............

Comprehensive income...............

Issuances of common stock:

Issuances under employee stock plans
(including tax benefits of $3,007) ....

Restricted share forfeitures. ...........

Other common stock issuances ........
Treasury shares repurchased

(2,254 shares) ....... ..o iiiiiiiinn
Balance at December 31,2002 ..........
Comprehensive loss:

Net loss

Other comprehensive income — foreign
currency translation adjustments . ... .

Comprehensive loss.............. ...

Issuances of common stock:

Issuances under employee stock plans
(including tax benefits of $155)

Restricted share forfeitures. ...........

Other common stock issuances ........
Treasury shares repurchased

(1,074 shares) ................... ...
Balance at December 31,2003 ..........
Comprehensive loss:

Net loss

Other comprehensive income — foreign
currency translation adjustments .. ...

Comprehensive 1oss, .................

Issuances of common stock:

Issuances under employee stock plans
(including tax benefits of $17)

Restricted share forfeitures............

Other common stock issuances ........

Balance at December 31,2004 ..........

(In thousands)

See accompanying Notes to Consolidated Financial Statements.
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Shares Amount Capital Deficit {Loss) Stock Stock Equity Income (L.oss)
51,207 $51 $320,126  $(123,746) $(6,385)  $(21,024) $(927) § 168,095
— — —_ 13,068 - — — 13,068 $ 13,068
— — — — 4,784 — — 4,784 4,784
— — —_ — - — — — (2,577)
— — - —_ — — — — 3 15275
1,119 1 10,742 — — — — 10,743
% - (32) - — — 82 -
14,965 5 161,108 — — — 230 161,353
- = — — —_ (20,158) — (20,158)
67,282 67 491,894 (110,678) (1,601) (41,182) (615) 337,885
— — —_ (160,818) — — — (160,818)  $(160,818)
— — — — 2,217 — — 2,217 2,217
— —_ — — — —_ — — $(158,601)
223 — 1,128 — — —_ — 1,128
15— (144) — — — 144 _
— — — — — — 246 246
- = — — — (7,528) — (7,528)
67,490 67 492,878 (271,496) 616 (48,710) (225) 173,130
— - — (71,483) - — — (71,483) $ (71,483)
— — — — 1,124 — — 1,124 1,124
— — — — — - — - $ (70,359)
185 1 808 — — -— — 809
(16) — (154) — — — 154 —
- = - - — - 4 ____ 4
67,659 SQ $493,532  $(342,979) $ 1,740 $(48,710) § (67) § 103,584



PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Years Ended December 31,

2004 2003 2002
Cash flows from operating activities:
Net earnings (10S8) . ..ottt t ittt et e $(71,483) $(160,818) $ 13,068
(Earnings) loss from discontinued operations ...................... e — (1,267) 7,794
Gain on disposal/retention of discontinued operations................. ...l (5,177) (530) (2,716)
Cumulative effect of accounting change ............ ... . i — — 8,216
Earnings (loss) from continuing operations. .............c.eveeienenrieeeeen.. (76,660)  (162,615) 26,362
Adjustments to reconcile earnings (loss) from continuing operations to net cash
provided by operating activities:
Impairment ChAarZeS ... ..o vt e — 206,923 —
Depreciation and amortization . ...t 18,094 17,827 19,116
Restricted stock compensation eXpense ...........c.vviererinnnaernnnne . 4 246 230
Loss on sale of property, plant and equipment ........... ... ..ol 187 258 724
Deferred income taxes, net of cumulative effect of accounting change .......... 71,992 (38,377) 8,213
Income tax benefit relating to stock option exercises . ................oooi... 17 155 3,007
Changes in assets and liabilities, net of effects of acquisitions:
Restricted cash securing letter of credit obligation...................... ... 6,203 (5,758) —
Receivables .. ... . (2,563) 16,467 (4,872)
Prepaid expenses and other current assets . ..........c.ovveiiiinunreanon.. (1,280) 197 1,553
107973 V-1 - G (411) 699 (204)
Accounts payable and accrued €Xpenses .......... .t (7,103) (343) (12,027)
Accrued payroll and related expenses ........... . . oo 735 (9,872) (1,371)
Deferred TEVENUE . . oo vt ittt et et e e s 1,682 2,111 (3,874)
Deferred compensation benefit ........ ... ... .. il (1,500) (316) (13)
Other long-term liabilities .......... ... ... .. . i i i 587 396 2,586
Net cash provided by operating activities ........... ..o 9,984 27,998 39,430
Cash flows from investing activities:
Purchases of property and equipment, net of sale proceeds...................... (11,532) (11,695) (23,295)
Proceeds from sale of certain discontinued operations . ...........coovviieieien, 19,116 — —
Acquisitions of businesses (net of cash acquired) ............ ... — — 4,023
Net cash provided by (used in) investing activities ...................... 7,584 (11,695) (19,272)
Cash flows from financing activities:
Net repayments of notes payable ............. ... .. i i — — (11,564)
Net repayments of bank debt ....... ... oo i (31,600) (290) (18,330)
Payments for issuance of convertible notes ........ ... . i 21 (12) (569)
Payments for deferred loan costs ........ ... .. i (430) — (596)
Net proceeds from common Stock iSSUANCES ... .. ... vvii i 792 973 9,120
Purchase of treasury Shares .. ... i i — (7,528) {20,158)
Net cash used in financing activities ............ ..o, (31,259) (6,857) (42,097)
Net cash provided by (used in) discontinued operations...................covnnn (1,146) 703 2,520
Effect of exchange rates on cash and cash equivalents ........................... 775 1,649 945
Net change in cash and cash equivalents .............c.ccccoiiiiin. (14,062) 11,798 (18,474)
Cash and cash equivalents at beginning of year ...... ... ... il 26,658 14,860 33,334
Cash and cash equivalents atend of year ........... ... ... ... ... o i $ 12,596 $ 26658 § 14,860
Supplemental disclosure of cash flow information:
Cash paid during the year forinterest ............ ... i $ 6440 § 7283 § 8,141
Cash paid during the year for income taxes, net of refunds received.............. $ 3210 $ 3409 $ 4,306

Supplemental disclosure of non-cash investing and financing activities:
In conjunction with acquisitions of businesses, the Company assumed liabilities as

follows:
Fair value of assets acquired . ............. .. o i i $ — 8 — $ 262,205
Cash paid for acquisitions (net of cash acquired) ................... ... — — 4,023
TransaCtion COSTS ... v vt vt et e e e ies e s e e ettt — — (11,191)
Fair value of shares issued for acquisitions ......................... . ..., — — (159,762)
Liabilities assumed . . .. ..ot e $ — $ — § 95275

See accompanying Notes to Consolidated Financial Statements.
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PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2004, 2003 and 2002
(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
(a) Description of Business and Basis of Presentation
| Description of Business

The principal business of PRG-Schultz International, Inc. and subsidiaries (the “Company”) is
providing recovery audit services to large and mid-size businesses having numerous payment transactions with
many vendors. These businesses include, but are not limited to:

« retailers such as discount, department, specialty, grocery and drug stores;

+ manufacturers of high-tech components, pharmaceuticals, consumer electronics, chemicals and
aerospace and medical products;

» wholesale distributors of computer components, food products and pharmaceuticals;
+ healthcare providers such as hospitals and health maintenance organizations; and
» service providers such as communications providers, transportation providers and financial institutions.

The Company currently provides services to clients in over 40 countries.

Basis of Presentation

Certain reclassifications have been made to 2003 and 2002 amounts to conform to the presentation in
2004. These reclassifications include the reclassification of Communications Services as discontinued
operations (see Note 2(c)).

(b) Principles of Consolidation

The consolidated financial statements include the financial statements of the Company and its wholly
owned subsidiaries. All significant intercompany balances and transactions have been eliminated in
consolidation.

Management of the Company has made a number of estimates and assumptions relating to the reporting
of assets and liabilities and the disclosure of contingent assets and liabilities to prepare these consolidated
financial statements in conformity with accounting principles generally accepted in the United States of
America. Actual results could differ from those estimates.

(c) Discontinued Operations

Financial statements for all years presented have been reclassified to separately report results of
discontinued operations from results of continuing operations (see Note 2). Disclosures included herein
pertain to the Company’s continuing operations, unless otherwise noted.

(d) Revenue Recognition

The Company’s revenues are based on specific contracts with its clients. Such contracts generally specify:
(a) time periods covered by the audit; (b) nature and extent of audit services to be provided by the Company;
(c) the client’s duties in assisting and cooperating with the Company; and (d) fees payable to the Company,
generally as a specified percentage of the amounts recovered by the client resulting from overpayment claims
identified.

In addition to contractual provisions, most clients also establish specific procedural guidelines that the
Company must satisfy prior to submitting claims for client approval. These guidelines are unique to each
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PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

client and impose specific requirements on the Company, such as adherence to vendor interaction protocols,
provision of advance written notification to vendors of forthcoming claims, securing written claim validity
concurrence from designated client personnel and, in limited cases, securing written claim validity concur-
rence from the involved vendors. Approved claims are processed by clients and generally taken as a recovery of
cash from the vendor or a reduction to the vendor’s accounts payable balance.

The Company generally recognizes revenue on the accrual basis except with respect to its Meridian VAT
Reclaim (“Meridian”) business and Channel Revenue unit, a division of Accounts Payable Services, and in
certain international Accounts Payable Services units. Revenue is generally recognized for a contractually
specified percentage of amounts recovered when it has been determined that the Company’s clients have
received economic value (generally through credits taken against existing accounts payable due to the
involved vendors or refund checks received from those vendors) and when the following criteria are met:
(a) persuasive evidence of an arrangement exists; (b) services have been rendered; (c) the fee billed to the
client is fixed or determinable and (d) collectibility is reasonably assured. In certain limited circumstances,
the Company will invoice a client prior to meeting all four of these criteria; in such cases, revenue is deferred
until all of the criteria are met. Historically, there has been a certain amount of revenue that, even though
meeting the requirements of the Company’s revenue recognition policy, the Company’s customers’ vendors
have ultimately rejected the claims underlying them. In that case, the Company’s customers, even though
cash may have been collected by the Company, may request a refund of such amount. The Company records
such refunds as a reduction of revenue.

The Company’s Meridian and Channel Revenue units, along with certain international Accounts Payable
Services units, recognize revenue on the cash basis in accordance with guidance issued by the Securities and
Exchange Commission in Staff Accounting Bulletin (“SAB”) No. 104, Revenue Recognition. Based on the
guidance in SAB No. 104, Meridian defers recognition of revenues to the accounting period in which cash is
both received from the foreign governmental agencies reimbursing value-added tax (“VAT”) claims and
transferred to Meridian’s clients. Channel Revenue defers recognition of revenues to the accounting period in
which cash is received from its clients as a result of overpayment claims identified.

The Company derives an insignificant amount of revenues on a “fee-for-service” basis whereby billing is
based upon a flat fee, or fee per hour, or fee per unit of usage. The Company recognizes revenue for these
types of services as they are provided and invoiced, and when criteria (a) through (d) as set forth above are
met.

(e) Cash and Cash Equivalents

Cash and cash equivalents include all cash balances and highly liquid investments with an initial maturity
of three months or less. The Company places its temporary cash investments with high credit quality financial
institutions. At times, certain investments may be in excess of the Federal Deposit Insurance Corporation
insurance limit.

At December 31, 2004 and 2003, the Company had cash and cash equivalents of $12.6 million and
$26.7 million, respectively, of which cash equivalents represent approximately $1.6 million and $3.4 million,
respectively. At December 31, 2004, the Company had $0.2 million in cash equivalents at U.S. banks. The
Company did not have any cash equivalents at U.S. banks at December 31, 2003. At December 31, 2004 and
2003, certain of the Company’s international subsidiaries held $1.4 million and $3.4 million, respectively, in
temporary investments, the majority of which were at banks in the United Kingdom.




PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(f) Derivative Financial Instruments

As a multi-national company, the Company faces risks related to foreign currency fluctuations on its
foreign-denominated cash flows, net earnings, new investments and large foreign currency denominated
transactions.

The Company uses derivative financial instruments from time to time to manage foreign currency risks.
The use of financial instruments modifies the exposure of these risks with the intent to reduce the risk to the
Company. The Company does not use financial instruments for trading purposes, nor does it use leveraged
financial instruments.

Changes in fair value of derivative financial instruments are recorded as adjustments to the assets or
liabilities being hedged in the statement of operations or in accumulated other comprehensive income (loss),
depending on whether the derivative is designated and qualifies for hedge accounting, the type of hedge
transaction represented and the effectiveness of the hedge. The Company did not have any derivative financial
instruments outstanding as of December 31, 2004 and 2003.

(g) Funds Held for Payment of Client Payables

In connection with the Company’s Meridian unit that assists clients in obtaining refunds of VAT, the
Company is often in possession of amounts refunded by the various VAT authorities but not yet processed for
further payment to the clients involved. The Company functions as a fiduciary custodian in connection with
these cash balances belonging to its clients. The Company reports these cash balances on its Consolidated
Balance Sheets as a separate current asset and corresponding current liability.

(h) Property and Equipment

Property and equipment are stated at cost. Depreciation is provided using the straight-line method over
the estimated useful lives of the assets (three years for computer and other equipment, five years for furniture
and fixtures and three to seven years for purchased software). Leasehold improvements are amortized using
the straight-line method over the shorter of the lease term or estimated life of the asset.

The Company evaluates property and equipment for impairment in accordance with Statement of
Financial Accounting Standards (“SFAS”) No. 144, Accounting for the Impairment or Disposal of Long-
Lived Assets. In accordance with the provisions of SFAS No. 144, the Company reviews the carrying value of
property and equipment for impairment whenever events and circumstances indicate that the carrying value of
an asset may not be recoverable from the estimated future cash flows expected to result from its use and
eventual disposition. In cases where undiscounted expected future cash flows are less than the carrying value,
an impairment loss equal to an amount by which the carrying value exceeds the fair value of assets is
recognized.

(i) Internally Developed Software

The Company accounts for software developed for internal use in accordance with Statement of Position
(“SOP”) 98-1, Accounting for the Costs of Computer Software Developed or Obiained for Internal Use.
SOP 98-1 provides guidance on a variety of issues relating to costs of internal use software, including which of
these costs should be capitalized and which should be expensed as incurred. Internally developed software is
amortized using the straight-line method over the expected useful lives of three years to seven years.

The Company evaluates internally developed software for impairment in accordance with SFAS No. 144,
In accordance with the provisions of SFAS No. 144, the Company reviews the carrying value of internally
developed software for impairment whenever events and circumstances indicate that the carrying value of an
asset may not be recoverable from the estimated future cash flows expected to result from its use and eventual
disposition. In cases where undiscounted expected future cash flows are less than the carrying value, an
impairment loss equal to an amount by which the carrying value exceeds the fair value of assets is recognized.
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PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

During 2003, the Company recorded an impairment of internally developed software of $1.8 million, before
income tax benefit of $0.7 million. This pre-tax charge has been included in impairment charges in the
Company’s Consolidated Statement of Operations for the year ended December 31, 2003. The Company did
not incur any impairment charges related to internally developed software during the years ended Decem-
ber 31, 2004 and 2002.

(j) Goodwill and Other Intangible Assets

Goodwill represents the excess of the purchase price over the estimated fair market value of net assets of
acquired businesses. The Company accounts for goodwill and other intangible assets in accordance with
SFAS No. 142, Goodwill and Other Intangible Assets. SFAS No. 142 requires that goodwill and intangible
assets with indefinite useful lives no longer be amortized, but instead be tested for impairment at least
annually. This Statement also requires that intangible assets with estimable useful lives be amortized over
their respective estimated useful lives and reviewed for impairment in accordance with SFAS No. 144,
Accounting for the Impairment or Disposal of Long-Lived Assets (see Note 7).

Management evaluates the recoverability of goodwill and other intangible assets annually, or more
frequently if events or changes in circumstances, such as declines in sales, earnings or cash flows or material
adverse changes in the business climate indicate that the carrying value of an asset might be impaired.
Goodwill is considered to be impaired when the net book value of a reporting unit exceeds its estimated fair
value. Fair values are primarily established using a discounted cash flow methodology. The determination of
discounted cash flows is based on the business’ strategic plan and long-range planning forecasts.

(k) Direct Expenses

Direct expenses incurred during the course of accounts payable audits and other recovery audit services
are expensed as incurred.

(1) Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities
are recognized for the future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax bases and operating loss and tax
credit carry forwards. Deferred tax assets and liability are measured using enacted tax rates expected to apply
to taxable income in the years in which those temporary differences are expected to be recovered or settled.
The effect on the deferred tax assets and liabilities of a change in tax rates is recognized in income in the
period that includes the enactment date.

SFAS No. 109, Accounting for Income Taxes, requires that a valuation allowance be established when it
is more likely than not that all or a portion of a deferred tax asset will not be realized. The ultimate realization
of deferred tax assets is dependent upon the generation of future taxable income during the periods in which
those temporary differences are deductible. In making this determination, management considers all available
positive and negative evidence affecting specific deferred tax assets, including the Company’s past and
anticipated future performance, the reversal of deferred tax liabilities and the implementation of tax planning
strategies. Objective positive evidence is necessary to support a conclusion that a valuation allowance is not
needed for all or a portion ‘of the deferred tax assets when significant negative evidence exists.

(m) Foreign Currency

The local currency has been used as the functional currency in the majority of the countries in which the
Company conducts business outside of the United States. The assets and liabilities denominated in foreign
currency are translated into U.S. dollars at the current rates of exchange at the balance sheet date and
revenues and expenses are translated at the average monthly exchange rates. The translation gains and losses
are included as a separate component of shareholders’ equity. Revenues and expenses in foreign currencies are

54




PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

translated at the weighted average exchange rates for the period. All realized and unrealized foreign currency
gains and losses are included in selling, general and administrative expenses. For the years ended Decem-
ber 31, 2004, 2003 and 2002, foreign currency gains (losses) included in results of operations were
$0.5 million, $1.8 million and $(0.8) million, respectively.

(n) Earnings Per Share

The Company applies the provisions of SFAS No. 128, Earnings Per Share. Basic earnings per share is
computed by dividing net earnings available to common shareholders by the weighted average number of
shares of common stock outstanding during the year. Diluted earnings per share is computed by dividing net
earnings by the sum of (1) the weighted average number of shares of common stock outstanding during the
period, (2) the dilutive effect of the assumed exercise of stock options using the treasury stock method, and
(3) the dilutive effect of other potentially dilutive securities, including the Company’s convertible subordi-
nated note obligations.

(o) Employee Stock Compensation Plans

At December 31, 2004, the Company had two stock compensation plans and an employee stock purchase
plan (the “Plans”) (see Note 15). The Company accounts for the Plans under the provisions of Accounting
Principles Board (“APB”) Opinion No. 25, Accounting for Stock Issued to Employees, and related
interpretations. As such, compensation expense is measured on the date of grant only if the current market
price of the underlying stock exceeds the exercise price. The options granted under the stock compensation
plans generally vest and become fully exercisable on a ratable basis over four or five years of continued
employment. In accordance with APB Opinion No. 25 guidance, no compensation expense has been
recognized for the Plans in the accompanying Consolidated Statements of Operations except for compensation
amounts relating to grants of certain restricted stock issued in 2000 (see Note 12). The Company recognizes
compensation expense over the indicated vesting periods using the straight-line method for its restricted stock
awards.

Pro forma information regarding net earnings and earnings per share is required by SFAS No. 123,
Accounting for Stock-Based Compensation, as amended by SFAS No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure. The following pro forma information has been determined as if
the Company had accounted for its employee stock options as an operating expense under the fair value
method of SFAS No. 123. The fair value for these options was estimated at the date of grant using a Black-
Scholes option pricing model with the following weighted-average assumptions:

2004 2003 2002
Risk-free interest rates. . ........... .o, 2.94% 2.73% 3.75%
Dividend yields . ...... ... ... i — — —
Volatility factor of expected market price . ............. ... . ... 813 .846 .808
Weighted-average expected life of option ............. . ... .... 5 years 5 years 5 years

Pro forma compensation expense is calculated for the fair value of the employees’ purchase rights using
the Black-Scholes model. Assumptions included an expected life of six months and weighted average risk-free
interest rates of 1.42%, 0.95% and 1.84% in 2004, 2003 and 2002, respectively. Other underlying assumptions
are consistent with those used in the Company’s stock option plan.

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded
options that have no vesting restrictions and are fully transferable. In addition, option valuation models require
the input of highly subjective assumptions, including expected stock price volatility. Because the Company’s
employee stock options have characteristics significantly different from those of traded options and because
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changes in the subjective input assumptions can materially affect the fair value estimate, it is management’s
opinion that existing models do not necessarily provide a reliable single measure of the fair value of the
Company’s employee stock options. For purposes of pro forma disclosures below, the estimated fair value of
the options is amortized to expense over the options’ vesting periods.

The Company’s pro forma information for the years ended December 31, 2004, 2003 and 2002 for
continuing and discontinued operations, combined, is as follows (in thousands, except for pro forma net
earnings (loss) per share information):

2004 2003 2002

Numerator for basic pro forma net earnings (loss) per share
before cumulative effect of accounting change:

Net earnings (loss) before cumulative effect of accounting
change and pro forma effect of compensation expense
recognition provisions of SFAS No. 123 .............. $(71,483) $(160,818) $21,284

Pro forma effect of compensation expense recognition
provisions of SFAS No. 123, net of income taxes of
$(2,701), $(4,890) and $(5,233) in 2004, 2003 and
2002, respectively .. ... (4,170) (7,554)  (8,082)

Pro forma net earnings (loss) for purposes of computing
basic earnings per share before cumulative effect of
accounting change............ ... ... .. ... ... $(75,653) $(168,372) $13,202

Numerator for diluted pro forma net earnings (loss) per
share before cumulative effect of accounting change:

Net earnings (loss) before cumulative effect of accounting
change and pro forma effect of compensation expense

recognition provisions of SFAS No. 123 .............. $(71,483) $(160,818) $21,284
After-tax interest expense, including amortization of
discount, on convertible notes . ......... ... ... — — 4,157

Net earnings (loss) for purposes of computing diluted
earnings per share before cumulative effect of accounting
ChANGE © oo\t (71,483)  (160,818) 25,441

Pro forma effect of compensation expense recognition
provisions of SFAS No. 123, net of income taxes of
$(2,701), $(4,890) and $(5,233) in 2004, 2003 and
2002, respectively .. ... (4,170) (7,554) (8,082)

Pro forma net earnings (loss) for purposes of computing
diluted earnings (loss) per share before cumulative effect
of accounting change ................ ..o, $(75,653) $(168,372) $17,359

Pro forma net earnings (loss) per share before cumulative
effect of accounting change:

Basic—as reported ........ ... ... i $ (116) $§ (2.60) $ 0.34
Basic—oproforma ........... ..ottt $ (1.22) $§ (273) $ 0.21
Diluted —as reported. . ...t $ (116) $§ (260) § 0.32
Diluted —pro forma. ...........covviiieereninnnnen.. $ (122) $§ (273 § 0.22
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The number of employee stock options that are dilutive for pro forma purposes may vary from period to
period from those under APB No. 25, due to the timing d1ﬁcrence in recognition of compensation expense
under APB No. 25 compared to SFAS No. 123.

_ In applying the treasury stock method to determine the dilutive impact of common stock equivalents, the
“calculation is performed in steps with the impact of each type of dilutive security calculated separately. For
the years ended December 31, 2004 and 2003, 16.1 million shares related to the convertible notes were
excluded from the computation of pro forma diluted earnings (loss) per share calculated using the treasury
stock method, due to their antidilutive effect. For the year ended December 31, 2002, 16.1 miilion shares
related to the convertible notes were included in the computation of pro forma diluted earnings (loss) per
share calculated using the treasury stock method, due to their dilutive effect (see Note 6).

" (p) Comprehensive Income

The Company applies the provisions of SFAS No. 130, Reporting Comprehensive Income. This
Statement establishes items that are required: to be recognized under accounting standards as components of
comprehensive income. Consolidated comprehensive income (loss) for the Company consists of consolidated
net earnings (loss) and foreign currency translation adjustments, and is presented in the accompanying
Consolidated Statements of Shareholders’ Equity.

(q) Recently Adopted Accounting Standards

In December 2004, the FASB issued SFAS No. 153, Exchanges of Nonmonetary Assets — an
amendment of APB Opinion No. 29. The guidance in APB Opinion No. 29, Accounting for Nonmonetary
Transactions, is based on the principle that exchanges of nonmonetary assets should be measured based on the
fair value of the assets exchanged. The guldance in that Opinion, however, included certain exceptions to that
principle. This Statement amends Opinion 29 to ehrmnate the exception for nonmonetary exchanges of similar
productive assets and replaces it with a general exceptlon for exchanges of nonmonetary assets that do not
have commercial substance. A nonmonetary exchange has commercial substance if the future cash flows of
the entity are expected to change significantly as a result of the exchange. The Company adopted the
provisions of SFAS No. 153 effective December 31, 2004. The Company did not énter into any transactions
within the scope of this Statement during 2004. The adoption of SFAS No. 153 did not have a material impact
on the Company’s opcratmg results or ﬁnanc:lal position.

(r) New Accounting Stdnda_i'd& ' _ _ }

In December 2004, the FASB issued SFAS No. 123 (revised 2004) (“SFAS No. 123(R)”), Share-
Based Payment. This Statement requires a public entity to measure the cost of employee services received in
exchange for an award of equity instruments based on the grant-date fair value of the award (with lirhited
exceptions). That cost will be recognized- over the period during which an employee is required to provide
service in exchange for the award — the requisite service period (usually the vesting period). No compensa-
tion cost is recognized for equity instruments for which employees do not render the requisite service.
Employee share purchase plans will not result in recognition of compensation cost if certain conditions are
met. b ) ‘ -

A public entity will initially measure the cost of employee services received in exchange for an award of ‘
liability instruments based on its current fair value; the fair value of that award will be remeasured
subsequently at each reporting date through the settlement date. Changes in fair value during the requisite
service period will be recognized as compensation cost over that period.

SFAS No. 123(R) is effective for-all periods beginning after June 15, 2005. As of the required effective
date, all public entities will apply this. Statement using a modified version of prospective application. Under
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During the year ended December 31, 2002, the Company paid Howard Schultz approximately
$0.2 million for property leased from Mr. Schultz. This leasc was terminated in conjunction with the
termination of hls employment agreemcnt

In November 2002, the Company relocated its principal executive offices. In conjunction with this
relocation, the Company is subleasing approximately 3,300 square feet of office space to CT Investments, Inc.
(“CT Investments”) at a pass through rate equal to the cash cost per square foot paid by the Company under
the master lease and the tenant finish in excess of the landlord’s allowance. CT Investments is 90% owned by
John M. Cook, Chairman of the Board and Chief Executive Officer of the Company and 10% owned by John
M. Toma, Vice Chairman of the Company. The Company received sublease. payments of approximately
$44,000 and $39,000 from CT Investments during 2004 and 2003, respectively.

The Company’s Meridian unit and an unrelated German concern named Deutscher Kraftverkehr Euro
Service GmbH & Co. KG (“DKV”) are each a 50% owner of a joint venture named Transporters VAT
Reclaim Limited :(“TVR”). Since neither owner, acting alone, has a majority control over TVR, Meridian
accounts for its ownership using the equity method of accounting. DKV provides European truck drivers with
a ¢éredit card that facilitates their fuel purchases. DKV distinguishes itself from its competitors, in part, by
providing its customers with an immediate advance refund of the Value Added Taxes (“VAT”) paid on fuel
purchases. DKV then recovers the VAT from the taxing authorities through the TVR joint venture. Meridian
processes the VAT refund on behalf of TVR for which it receives a percentage fee. Revenues earned related to
TVR were $0.5 million in 2004, $2.3 million in 2003 and $3.6 million in 2002. During 2004, Meridian agreed
with DKV to commence an orderly and managed closeout of the TVR business. Therefore, Meridian’s future
revenues from TVR for processing TVR’s VAT refunds, and the assomated proﬁts therefrom, ceased in
October 2004 (See Note 13(b)).

Financial advisory and management services Historically have been provided to the Company by one of
the Corapany’s directors, Mr. Jonathan Golden, who is also a shareholdér of the Company. Payments for such
services to Mr. Golden aggregatod' $72,000 in 2004, 2003 and 2002, respectively. The Company will continue
to utilize the services provided by Mr. Golden and, as such, has agreed to pay him a minimum of $72,000 in
2005 for financial advisory and management services.- In addition to the foregoing, Mr. Golden is a senior
partner in a law firm that serves as the Comparniy’s principal outside legal counsel. Fees paid to this law firm
aggregated $1.1 million in 2004, $0.5 million in 2003 and $1.8 million in 2002 The Company expects to
continue to utilize the services of this law firm. - ‘

The Company currently uses and expects to continue its use of the services of Flightworks, Inc.
(“Flightworks”), a company specializing in aviation charter transportation. During 2002 and a portion of
2003, the aircraft used by the Company was leased by Flightworks from CT Aviation Leasing LLC (“CT
Aviation Leasing”), a company 100% owned- by Mr. Cook. The Company: paid Flightworks approximately
$2,900 per hour plus landing fees and other incidentals for use of such charter transportation services, of which
95% of such amount was paid by Flightworks to CT Aviation Leasing. During 2003 and 2002, the Company
recorded expenses of approximately $0.5 million and $0.4 million, respectively, for the use of CT Aviation
Leasing’s plane. Subsequent to October 29 2003, neither CT Aviation Leasing nor Mr. Cook owned any
a1rcraft utilized by the Company.

4) MAJ OR CLIENTS

Durmg the year ended December 31, 2002 the Company had one chent a mass merchandiser, Wthh
accounted for 10.2% of revenues from continuing operations. The Company did not have any clients who
individually provided revenues in excess of 10.0% of total revenues from continuing operations during the years
ended December 31, 2004 and 2003.
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(5) OPERATING SEGMENTS AND RELATED INFORMATION

The Company has two reportable operating segments, Accounts Payable Services (including the Channel
Revenue business) and Meridian VAT Reclaim.

Accounts Payable Services

The Accounts Payable Services segment consists of services that entail the review of client accounts
payable disbursements to identify and recover overpayments. This operating segment includes accounts
payable services provided to retailers and wholesale distributors (the Company’s historical client base) and
accounts payable services provided to various other types of business entities. The Accounts Payable Services
segment conducts business in North America, South America, Europe, Australia, Africa and Asia.

Meridian VAT Reclaim

Meridian is based in Ireland and specializes in the recovery of value-added taxes (“VAT”) paid on
business expenses for corporate clients located throughout the world. Acting as an agent on behalf of its
clients, Meridian submits claims for refunds of VAT paid on business expenses incurred primarily in European
Union countries. Meridian provides a fully outsourced service dealing with all aspects of the VAT reclaim
process, from the provision of audit and invoice retrieval services to the preparation and submission of VAT
claims and the subsequent collection of refunds from the relevant VAT authorities.

Corporate Support

In addition to the segments noted above, the Company includes the unallocated portion of corporate
selling, general and administrative expenses not specifically attributable to Accounts Payable Services or
Meridian in the category referred to as corporate support.

61



PRG-SCHULTZ INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
The Company evaluates the performance of its operating segments based upon revenues and operating

income. The Company does not have any intersegment revenues. Segment information for continuing
operations for the years ended December 31, 2004, 2003 and 2002 follows (in thousands):

Accounts Meridian
Payable VAT Corporate
Services Reclaim Support Total
2004
REVENUES . . . oottt ettt $ 315,505 $41,368 $ —  $ 356,873
Operating income (loss) .................. 45,667 8,987 (47,421) 7,233
Total assets ... .o 293,520 41,492 6,924 341,936
Capital expenditures ..................... 3,867 462 7,203 11,532
Depreciation and amortization ............. 11,335 889 5,870 18,094
2003
REVENUES . o ettt it $ 335,328 $40,373 $ — § 375,701
Impairment Charges ..................... 196,900 8,246 1,777 206,923
Operating income (loss) .................. (137,977) 3,702 (54,876)  (189,151)
Total @Ssets . ..o i e 365,619 45,685 9,774 421,078
Capital expenditures ..................... 5,172 396 6,127 11,695
Depreciation and amortization ............. 9,645 1,012 7,170 17,827
2002
REVENUES . .. oot $ 413260 $33,630 $ — § 446,890
Operating income (loss) .................. 114,004 4,768 (67,735) 51,037
Total assets . .....oo i 531,301 32,143 18,158 581,602
Capital expenditures ..................... 10,430 1,010 11,855 23,295
Depreciation and amortization ............. 7,541 913 10,662 19,116
The following table presents revenues by country based on the location of clients served (in thousands):
2004 2003 2002
United States. . ...t $206,829  $224,276  $304,476
United Kingdom ........ ... ... i 54,672 58,478 59,806
Canada .. ... 21,221 22,250 18,585
Ireland .. ... 14,618 15,566 14,508
France ... ..ot e 13,674 11,805 9,838
GEIMANY . oottt e e 8,343 10,791 7,845
Japan .. ... 5,176 4,233 3,835
MEXICO o ottt et 4,786 4,697 6,923
SPaIN .« . e 3,812 2,932 2,028
Brazil ... o 3,707 3,973 4,230
Australia. . ... e e e 2,812 3,974 4,065
OFher .o e 17,223 12,726 10,751

$356,873  $375,701  $446,890
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The following table presents long-lived assets by country based on the location of the asset (in
thousands):

2004 2003
United States ...t e $219,604  $221,692
Ireland . . ... o 4,294 5,264
United Kingdom . ... ... i e 2,915 2,818
AUSTIalia . . . 2,071 3,868
O e . . e e 2,332 1,212

$231,216  $234,854

(6) DILUTED EARNINGS (LOSS) PER SHARE

The following table sets forth the computations of diluted earnings (loss) per share for the years ended
December 31, 2004, 2003 and 2002 (in thousands, except for earnings (loss) per share information):

2004 2003 2002
Numerator for diluted earnings (loss) per share:
Earnings (loss) from continuing operations before
discontinued operations and cumulative effect of
accounting change...............co i $(76,660) $(162,615) $26,362
After-tax interest expense, including amortization of
discount, on convertible notes . ...................... — — 4,157
Earnings (loss) for purposes of computing diluted
earnings per share from continuing operations........ (76,660)  (162,615) 30,519
Discontinued operations . ...l 5,177 1,797 (5,078)
Cumulative effect of accounting change................. — — (8,216)
Earnings (loss) for purposes of computing diluted
earnings (loss) pershare ....................... $(71,483) $(160,818) $17,225
Denominator for diluted earnings (loss) per share:
Denominator for basic earnings per share — weighted-
average shares outstanding .. ......... ... ... ... ..... 61,760 61,751 62,702
Effect of dilutive securities:
Convertible notes .......... ... ... — — 16,150
Employee stock options ............................ — — 1,136
Denominator for diluted earnings .................... 61,760 61,751 79,988
Diluted earnings (loss) per share:
Earnings (loss) from continuing operations before
discontinued operations and cumulative effect of
accounting changes . ............. it $ (124) $ (263) $ 0.38
Discontinued operations .. ........ ... 0.08 0.03 (0.06)
Cumulative effect of accounting change................. — — (0.10)
Net earnings (loss) . .................. ... ....... $§ (1.16) $ (2.60) § 0.22
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In 2004, 2003 and 2002, 5.0 million, 3.9 million and 1.1 million stock options, respectively, were excluded
from the computation of diluted earnings (loss) per share, due to their antidilutive effect. Additionally, in
2004 and 2003, 16.1 million shares related to the convertible notes were excluded from the computation of
diluted earnings (loss) per share, due to their antidilutive effect.

(7) ACCOUNTING FOR GOODWILL AND OTHER INTANGIBLE ASSETS
(a) Goodwill

SFAS No. 142, Goodwill and Other Intangible Assets, requires that goodwill and intangible assets with
indefinite useful lives no longer be amortized, but instead be tested for impairment at least annually. The
Company has selected October 1, the first day of its fourth quarter, as its annual assessment date. Prior to the
adoption of SFAS No. 142, the Company evaluated the recoverability of goodwill based upon undiscounted
estimated future cash flows. SFAS No. 142 required that the Company perform transitional goodwill
impairment testing on recorded net goodwill balances as they existed on January 1, 2002, the date of adoption,
using a prescribed two-step, fair value approach.

During the second quarter of 2002, the Company, working with independent valuation advisors,
completed the required transitional impairment testing and concluded that the entire recorded net goodwill
balance associated with its Channel Revenue unit was impaired as of January 1, 2002 under the new
SFAS No. 142 guidance. As a result, the Company recognized a before-tax charge of $13.5 million as a
cumulative effect of an accounting change, retroactive to January 1, 2002. The Company recorded an income
tax benefit of $5.3 million as a reduction to this goodwill impairment charge, resulting in an after-tax charge of
$8.2 million.

During the fourth quarter of 2003, the Company conducted its long-term strategic planning process for
2004 and future years with specific focus on 2004. The plan involved receiving a detailed revenue outlook for
2004 from all components of the Company. This outlook supported the conclusion that the Company’s 2003
reductions in domestic revenues were not anticipated to reverse during 2004. The completion of the
Company’s strategic planning process provided the first clear indication that previous near-term domestic
growth projections for Accounts Payable Services were no longer achievable.

The Company, working with its independent valuation advisors, corﬁbleted the required annual impair-
ment testing of goodwill in accordance with SFAS No. 142 during the fourth quarter of 2003. The valuation
requires an estimation of the fair value of the asset being tested. The fair value of the asset being tested is
determined, in part, based on the sum of the discounted future cash flows expected to result from its use and
eventual disposition. This analysis required the Company to provide its advisors with various financial
information including, but not limited to, projected financial results for the next several vears. The Company’s
revised 2004 and subsequent years’ projections for financial performance, mentioned in the previous
paragraph, were incorporated into the calculation of discounted cash flows required for the valuation under
SFAS No. 142.

Based upon the valuation analysis of the Company’s goodwill assets and the recommendation of the
advisors, the Company concluded that all net goodwill balances relating to its Meridian reporting unit and a
significant portion of the goodwill associated with the Company’s Accounts Payable Services business were
impaired. The Company recorded a charge of $8.2 million related to the write-off of Meridian’s goodwill.
Additionally, the Company recognized a charge of $193.9 million for the partial write-off of goodwill related to
Accounts Payable Services. This charge has been included in the line item titled “Impairment Charges” in the
Company’s Consolidated Statement of Operations for the year ended December 31, 2003.

During the fourth quarter of 2004, the Company, working with its independent valuation advisors,
completed the required annual impairment testing of goodwill in accordance with SFAS No. 142. As a result
of this testing, the Company concluded that there was no impairment of goodwill.
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The following table reconciles goodwill balances by reportable operating segment (in thousands):

Accounts
Payable
Services
(including Meridian
Channel VAT
Revenue) Reclaim Total
Balance at December 31,2002 ......................... $ 363,587 § 8,246 § 371,833
SFAS No. 142 goodwill impairment losses ............... (193,900)  (8,246)  (202,146)
Foreign currency translation ........................... 932 — 932
Balance at December 31,2003 .. ......... ... ........ 170,619 — 170,619
Foreign currency translation ........................... 65 — 65
Balance at December 31,2004 ......... ... ... ...... $ 170,684 $§ — $ 170,684

{(b) Other Intangible Assets

The Company’s other intangible assets were acquired as part of the January 24, 2002 acquisitions of the
businesses of Howard Schultz & Associates International, Inc. and affiliates (“HSA-Texas”). Intangible
assets consist of the following at December 31, 2004 (in thousands):

Gross Net
Estimated Carrying Accumulated Carrying
Useful Life Amount Amortization Amount
Amortized intangible assets:

Customer relationships .................... 20 years $27,700 $4,068 $23,632

Unamortized intangible assets:
Trade name. . ..., Indefinite  $ 6,600 6,600
Total intangible assets ................... $30,232

The provisions of SFAS No. 142 require that the Company review the carrying value of intangible assets
with indefinite nseful lives for impairment annually or whenever events and circumstances indicate that the
carrying value of an asset may not be recoverable from the estimated discounted future cash flows expected to
result from its use and eventual disposition. At the time of adoption, the Company selected October 1, the first
day of its fourth quarter, as its annual assessment date. During the fourth quarter of 2003, the Company
worked with its independent valuation advisors and completed the analysis of its trade name. In relation to the
2003 impairment testing, since the discounted expected future cash flows were determined to be less than the
carrying value of the Company’s trade name, an impairment loss of $3.0 million was recognized. This pre-tax
charge is equal to the amount by which the carrying value exceeded the fair value of the asset and has been
included in the line item titled “Impairment Charges” in the Company’s Consolidated Statement of
Operations for the year ended December 31, 2003,

During the fourth quarter of 2004, the Company, working with its independent valuation advisors,
completed the required annual impairment testing of its trade name in accordance with SFAS No. 142. As a
result of this testing, the Company concluded that there was no impairment of its trade name.

Intangible assets with definite useful lives are being amortized on a straight-line basis over their estimated
useful lives to their estimated residual values, and are reviewed for impairment in accordance with
SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. Amortization of intangible
assets amounted to $1.4 million, $1.6 million and $3.1 million for the years ended December 31, 2004, 2003
and 2002, respectively.
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Estimated amortization expense for the next five years is as follows (in thousands):
Year Ending December 31,

2005 o $1,385
2000 .. 1,385
2007 1,385
2008 1,385
2000 o 1,385

(8) DEBT AND CONVERTIBLE NOTES
(a) Long-Term Bank Debt

On November 30, 2004, the Company entered into an amended and restated credit agreement (the
“Senior Credit Facility”’) with Bank of America, N.A. (the “Lender”). The Senior Credit Facility amends
and restates the Company’s previous senior credit facility, which was maintained by a syndicate of banking
institutions led by the Lender. The previous facility had an indicated face value of $38.0 million (after
amendment) and a maturity date of December 31, 2004. The Senior Credit Facility currently provides for
revolving credit loans up to a maximum amount of $25.0 million, subject to certain borrowing base limitations;
provided, however, that the maximum amount of loans outstanding may be increased to $30.0 million as early
as July 1, 2005 upon achievement of certain performance milestones. The Senior Credit Facility provides for
the availability of letters of credit subject to a $10.0 million sublimit.

The occurrence of certain stipulated events, as defined in the Senior Credit Facility, including but not
limited to the event that the Company’s outstanding borrowings exceed the prescribed borrowing base, would
require accelerated principal payments. Otherwise, so long as there is no violation of any of the covenants (or
any such violations are waived), no principal payments are due until the maturity date on May 26, 2006. The
Senior Credit Facility is secured by substantially all assets of the Company. Revolving loans (the “Revolver’)
under the Senior Credit Facility bear interest at either (1) the Lender’s prime rate plus 0.5%, or (2) the
London Interbank Offered Rate (“LIBOR”) plus 3.0%. The Senior Credit Facility requires a fee for
committed but unused credit capacity of 0.5% per annum. The Senior Credit Facility contains customary
financial covenants relating to the maintenance of a maximum leverage ratio and minimum consolidated
earnings before interest, taxes, depreciation and amortization as those terms are defined in the Senior Credit
Facility. Covenants in the previous credit facility related to Senior Leverage, Fixed Charge Coverage, and
Minimum Net Worth were eliminated. At December 31, 2004, the Company was in compliance with all
covenants contained in the Senior Credit Facility.

At December 31, 2004, the Company had two standby Letters of Credit (“Letters of Credit”) totaling
$4.9 million (See Note 13(c)). The Company had no borrowings outstanding under the Revolver or the
Letters of Credit at December 31, 2004. The Company’s borrowing base capacity was $25.0 million at
December 31, 2004, which therefore permitted up to $20.1 million in additional borrowings as of the date of
which $5.1 million was available for Letters of Credit. The Company pays a 3.0% per annum fee on the
amount of the standby Letters of Credit. The Company had no borrowings outstanding under the Letters of
Credit at December 31, 2004. The Company’s weighted average interest rate for 2004 was 4.0% per annum. At
December 31, 2003, the Company had approximately $31.6 million of borrowings outstanding, under its then-
existing credit facility, with a weighted average interest rate of 3.8% per annum.

(b) Convertible Notes

In December 2001, the Company completed a $125.0 million offering of its 4*:% convertible subordi-
nated notes due November 2006. The Company received net proceeds from the offering of approximately
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$121.1 million, which were used to pay down the Company’s outstanding balance under its then-existing
$200.0 million senior bank credit facility.

The notes are convertible into the Company’s common stock at a conversion price of $7.74 per share
which is equal to a conversion rate of 129.1990 shares per $1,000 principal amount of notes, subject to
adjustment. The Company may redeem some or all of the notes at any time on or after November 26, 2004 at
a redemption price of $1,000 per $1,000 principal amount of notes, plus accrued and unpaid interest, if prior to
the redemption date the closing price of the Company’s common stock has exceeded 140% of the then
conversion price for at least 20 trading days within a period of 30 consecutive days ending on the trading date
before the date of mailing of the optional redemption notice.

At December 31, 2004 and 2003, the Company had convertible notes outstanding of $123.3 million and
$122.4 million, net of unamortized discount of $1.7 million and $2.6 million, respectively. Amortization of the
discount on convertible notes is included as a component of interest (expense), net as presented in the
accompanying Consolidated Statements of Operations.

(9) LEASE COMMITMENTS

The Company is committed under noncancelable lease arrangements for facilities and equipment. Rent
expense, excluding costs associated with the termination of noncancelable lease arrangements, for 2004, 2003
and 2002, was $12.5 million, $13.3 million and $13.4 million, respectively.

SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities, requires that a liability
for costs to terminate a contract before the end of its term be recognized and measured at its fair value when
the entity terminates the contract in accordance with the contract terms. The Company incurred approxi-
mately $0.3 million, $1.0 million and $5.7 million in 2004, 2003 and 2002, respectively, in termination costs of
noncancelable lease arrangements. The Company recognized a corresponding liability for the fair-value of the
remaining lease rentals, reduced by any estimable sublease rentals that could be reasonably obtained for the
properties. This liability is reduced ratably over the remaining term of the cancelled lease arrangements as
cash payments are made.

The Company has entered into several operating lease agreements that contain provisions for future rent
increases, free rent periods or periods in which rent payments are reduced (abated). In accordance with
Financial Accounting Standards Board Technical Bulletin No. 85-3, Accounting for Operating Leases with
Scheduled Rent Increases, the total amount of rental payments due over the lease term is being charged to rent
expense on the straight-line method over the lease terms.

The future minimum lease payments under noncancelable leases are summarized as follows (in
thousands):

Year Ending December 31,

20005 L e $10,254
2006 . 7,684
2007 L e 6,540
2008 . 5,883
2000 L 5,035
Thereafter ... ... 27,902

$63,298
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(10) INCOME TAXES

Income taxes have been provided in accordance with SFAS No. 109, Accounting for Income Taxes.
Total income taxes for the years ended December 31, 2004, 2003 and 2002 were allocated as follows (in
thousands):

2004 2003 2002

Earnings (loss) from continuing operations . ................. $75,344  $(35,484) $15,336
Earnings (loss) from discontinued operations ................ — 917 (4,959)
Gain on disposal/retention of discontinued operations including

operating results for phase-out period..................... 5,495 354 9,604
Cumulative effect of accounting change..................... — — (5,309)
Shareholders’ equity, compensation expense for tax purposes in

excess of financial purposes .............. .. ... . il (17) (155)  (3,007)
Effect of cumulative translation adjustment.................. 3 — —

$80,825  $(34,368) $11,665

Earnings (loss) before income taxes from continuing operations for the years ended December 31, 2004,
2003 and 2002 relate to the following jurisdictions (in thousands):

2004 2003 2002
United States. . ...ttt $ 6,429 $(201,699) $34,009
Foreign . ... i e (7,745) 3,600 7,689

$(1,316) $(198,099) $41,698

The provision for income taxes attributable to earnings from continuing operations for the years ended
December 31, 2004, 2003 and 2002 consists of the following (in thousands):

2004 2003 2002
Current:
Federal ...... ... .o i i $ 104 $ 31 § 174
A - 1 10 3 15
Foreign . ..o 3,389 4,750 4,895
3,503 4,784 5,084
Deferred:
Federal ...... ... .. e 42,434 (35,168) 9,792
] 7 = 7,976 (4,361) 162
Foreign . ... 21,431 (739) 298

71,841 (40,268) 10,252
Total ... $75,344  $(35,484) $15,336
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The following table summarizes the significant differences between the U.S. federal statutory tax rate and
the Company’s effective tax expense (benefit) for earnings (loss) from continuing operations:

2004 2603 2002
Statutory federal income tax rate .....................o..nn $ (460) $(69,335) $14,594
State income taxes, net of federal benefit .. ... P (506) (9,905) 371
Nondeductible goodwill ...... ... ... . ... .. ... — 41,601 —
Job Creation Act dividend ........... P 700 — —
Change in deferred tax asset valuation allowance ............. 76,747 - 4,593 {1,555)
Other, ML, . . ..\ e (1,137)  (2438) 1,926

$75,344  $(35,484) $15,336

The tax effects of temporary differences and carry-forwards that give rise to deferred tax assets and
liabilities consist of the following (in thousands):

2004 2003
Deferred income tax assets: o
Accounts payable and accrued expenses .............. e $ 2306 §$ 2,752
Accrued payroll and related expenses .............. P 7,637 7,803
Deferred compensation ..................... DU P 864 1,452
Depreciation . ...t [ - 4,225 4,376
Noncompete agreCments .« . oo vt vttt ettt 1,139 1,951
Bad debts ... ... . . PR 953 1,194
Foreign operating loss carryforward of foreign subsidiary ............. 9,576 4,581
Foreign tax credit carryforwards................... e 13,282 10,836
Federal operating loss carryforward .......... ... . ... .o oL 20,047 16,049
Intangible asse1S . . ... .. e 27,241 37,888
State operating loss carryforwards ............. ... ... ... . ... ... 6,837 5,586
Capital loss carryforwards . . ... ... i 12,910 17,237
Other . . 5,072 2,874
Gross deferred tax assetS. .. ..ot L 112,089 114,579
Less valuation allowance .. .......... e . 97,254 24,967
Gross deferred tax assets net of valuation allowance . .............. 14,835 89,612
Deferred income tax liabilities:

Intangible assets . .. ....cov ittt 12,091 12,635
Capitalized SOftWare. ... .............cvuiueeeeinnnii.. PO 2,149 1,932
Other . . e 2,845 464
Gross deferred tax liabilities .. ......... ... .. ... .. ... . ... 17,085 15,031
Net deferred tax assets (liabilities) . .. ... R, T $ (2,250) §$ 74,581

SFAS No. 109 requires that deferred tax assets be reduced by a valuation allowance if it is more likely
than not that some portion or all of a deferred tax asset will not be realized. The ultimate realization of
deferred tax assets is dependent upon the generation of future taxable income during the periods in which
those temporary differences are deductible. In making this determination, management considers all available
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positive and negative evidence affecting specific deferred tax assets,. including the Company’s past and
anticipated future performance, the reversal of deferred tax liabilities, the length of carry-back and carry-
forward periods and, the implementation of tax planning strategies.

Objective positive evidence is necessary to support a conclusion that a valuation allowance is not needed
for all or a portion of deferred tax assets when significant negative evidence exists. Cumulative losses in recent
years are the most compelling form of negative evidence considered by management in this determination. For
the year ended December 31, 2004 the Company recognized an increase in the valuation allowance against its
remaining net deferred tax assets of $76.6 million. This increase was offset by the use of approximately
$4.3 million of capital loss carry-forwards resulting in a net change in the valuation allowance of approximately
$72.3 million. The Company expects to continue to record a full valuation allowance on future tax benefits
until an appropriate level of profitability is sustained.

As of December 31, 2004, the Company had approximately $57.2 million of U.S. Federal loss carry-
forwards available to reduce future taxable income. The majority of the loss carry-forwards expire through
2024. Additionally, as of December 31, 2004, the Company had foreign income tax credit carry-forwards
amounting to $13.3 million, which expire through 2014. The Company is currently investigating strategic
alternatives, including the possible sale of the Company. If substantial changes in the Company’s ownership
should occur, there would be an annual limitation on the amount of the carry-forwards that can be utilized.
The annual limitation is equal to the value of the corporation at the time of the ownership change multiplied
by a long-term tax-exempt rate published by the Internal Revenue Service.

Undistributed earnings of the Company’s foreign subsidiaries amounted to approximately $11.9 million at
December 31, 2004. Those earnings are considered to be indefinitely reinvested and accordingly, no
U.S. federal and state income taxes have been provided thereon. Upon distribution of those earnings, the
Company would be subject to approximately $4.3 million of U.S. federal and state income taxes. In 2004, the
Company repatriated approximately $1.8 million of earnings that were previously indefinitely reinvested as a
result of the enactment of The American Jobs Creation Act of 2004, which was signed into law on October 22,
2004. As a result of this repatriation, the Company recorded additional current income tax expense of
approximately $0.7 million.

(11) EMPLOYEE BENEFIT PLANS

The Company maintains a 401 (k) Plan in accordance with Section 401(k) of the Internal Revenue
Code, which allows eligible participating employees to defer receipt of up to 25% of their compensation and
contribute such amount to one or more investment funds. Employee contributions are matched by the
Company in a discretionary amount to be. determined by the Company each plan year up to $1,750 per
participant. The Company may also make additional discretionary contributions to the Plan as determined by
the Company each plan year. Company matching funds and discretionary contributions vest at the rate of 20%
each year beginning after the participants’ first year of service. Company contributions for continuing and
discontinued operations were approximately $1.1 million in 2004, $1.4 million in 2003 and $1.6 million in
2002.

The Company also maintains deferred compensation arrangements for certain key officers and executives.
Total expense related to these deferred compensation arrangements was approximately $0.2 million, $0.3 mil-
lion and $0.4 million in 2004, 2003 and 2002, respectively. Net payments related to these deferred
compensation arrangements were approximately $1.5 million and $0.3 million in 2004 and 2003, respectively.
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(12) SHAREHOLDERS’ EQUITY

On September 20, 2002, the Company exercised an option to purchase approximately 1.45 million shares
of its common stock from an affiliate of Howard Schultz, a former director of the Company, for approximately
$12.68 million (see Note 3).

On October 24, 2002, the Board authorized the repurchase of up to $50.0 million of the Company’s
common shares. During 2003 and 2002, the Company repurchased 1.1 million and 0.8 million shares,
respectively, of its outstanding common stock on the open market at a cost of $7.53 million and $7.48 million,
respectively. The Company did not purchase any of its outstanding common shares during 2004 and does not
currently anticipate a resumption of such purchases in the foreseeable future.

On August 1, 2000, the Board authorized a sharcholder protection rights plan designed to protect
Company shareholders from coercive or unfair takeover techniques through the use of a Shareholder
Protection Rights Agreement approved by the Board (the “Rights Plan”). The terms of the Rights Plan
provide for a dividend of one right (collectively, the “Rights”) to purchase a fraction of a share of
participating preferred stock for each share owned. This dividend was declared for each share of common
stock outstanding at the close of business on August 14, 2000. The Rights, which expire on August 14, 2010,
may be exercised only if certain conditions are met, such as the acquisition (or the announcement of a tender
offer, the consummation of which would result in the acquisition) of 15% or more of the Company’s common
stock by a person or affiliated group in a transaction that is not approved by the Board. Issuance of the Rights
does not affect the finances of the Company, interfere with the Company’s operations or business plans, or
affect earnings per share. The dividend was not taxable to the Company or its shareholders and did not change
the way in which the Company’s shares may be traded. At the 2001 annual meeting, the Company’s
shareholders approved a resolution recommending redemption of the Rights, as the Rights Plan contained a
“continuing directors” provision. In March 2002, a special committee, appointed to consider the matter,
recommended to the Board that the Rights Plan be amended to remove the continuing directors provision
contingent upon the shareholders approving an amendment to the Company’s Articles of Incorporation
providing that directors can only be removed for cause. At the 2002 annual meeting, the shareholders
approved the améndment to the Company’s Articles of Incorporation to provide that directors can only be
removed for cause, and the Rights Plan was therefore automatically amended to remove the continuing
directors provision. Additionally, the shareholders voted against a second proposal to redeem the Rights Plan.
During August 2002, the Board approved a one-time and limited exemption to the 15% ownership clause
under the Rights Plan to Blum Capital Partners LP.

Effective July 31, 2000, in connection with the Rights Plan, the Board amended the Company’s Articles
of Incorporation to establish a new class of stock, the participating preferred stock. The Board authorized
500,000 shares of the participating preferred stock, none of which has been issued.

On August 14, 2000, ‘the Company issued 286,000 restricted shares of its common stock to certain
employees (the “Stock Awards™). Of the total restricted shares issued, 135,000 restricted shares were
structured to vest on a ratable basis over five years of continued employment. The remaining 151,000
restricted shares were structured to vest at the end of five years of continued employment. At December 31,
2004, there were 40,500 shares of this common stock which were no longer forfeitable and for which all
restrictions had accordingly been removed. Additionally, as of December 31, 2004, former employees had
cumulatively forfeited 189,500 shares of the restricted common stock. Over the remaining life of the Stock
Awards (as adjusted at December 31, 2004 to reflect actual cumulative forfeitures to date), the Company will
recognize $67 thousand in compensation expense before any future forfeitures. For the years ended
December 31, 2004, 2003 and 2002, respectively, the Company recognized $4 thousand, $246 thousand and
$230 thousand of compensation expense related to the Stock Awards. Additionally, the Company reduced
unamortized compensation expense for forfeitures of the Stock Awards by $154 thousand, $144 thousand and
$82 thousand for the years ended December 31, 2004, 2003 and 2002, respectively.
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To promote retention of key employees during the Company’s exploration of strategic alternatives, among
other goals, on October 19, 2004, the Company’s Compensation Committee approved a program under which
the Company intends to modify employment and compensation arrangements with certain management
employees as disclosed in the Company’s Report on Form 8-K filed on October 26, 2004. Under the program,
the officers will be offered additional benefits related to certain termination and change of control events if
they ‘agree to revised restrictive covenants.

Among the additional benefits, restricted stock awards representing 40,000 shares of the Company’s
common stock were granted to €ach of six of the Company’s officers. The total 240,000 restricted shares will
be subject to service-based cliff vesting. The restricted awards vest 3 years following the date of the grant,
subject to early vesting upon a change of control, death, disability or involuntary termination of employment
without cause. The restricted awards are forfeited if the recipient voluntarily terminates his or her employment
with the Company (or a subsidiary, affiliate or successor thereof) prior to vesting. The shares are generally
nontransferable until vesting. During the vesting period, the award recipients will be entitled to receive
dividends with respect to the escrowed shares and to vote the shares. Over the 3-year vesting period, the
Company will incur non-cash stock compensation expense relating to the restricted stock awards. These
agreements were signed on February 11, 2005 (See Note 17(b)).

The Company has issued no preferred stock through December 31, 2004, and has no present intentions to
issue any preferred stock, except for any potential issuance of participating preferred stock (500,000 shares
authorized) pursuant to the Rights Plan. The Company’s remaining, undesignated preferred stock
(500,000 shares authorized) may be issued at any time or from time to time in one or more series with such
designations, powers, preferences, rights, qualifications, limitations and restrictions (including dividend,
conversion and voting rights) as may be determined by the Boatd, without any further votes or action by the
shareholders.

(13) COMMITMENTS AND CONTINGENCIES
(a) Legal Proceedings

Beginning on June 6, 2000, three putative class action lawsuits were filed against the Company and
certain of its present and former officers in the United States District Court for the Northern District of
Georgia, Atlanta Division. These cases were subsequently consolidated into one proceeding styled: In re Profit
Recovery Group International, Inc. Sec. Litig., Civil Action File No. 1:00-CV-1416-CC (the “Securities
Class Action Litigation). On November 13, 2000, the Plaintiffs in these cases filed a Consolidated and
Amended Complaint (the “Complaint”). In that Complaint, Plaintiffs allege that the Company, John M.
Cook, Scott L. Colabuono, the Company’s former Chief Financial Officer, and Michael A. Lustig, the
Company’s former Chief Operating: Officer, (the “Defendants”) violated Sections 10(b) and 20(a) of the
Securities Exchange Act of 1934 and Rule 10b-5 promulgated thereunder by allegedly disseminating false and
misleading information about a change in the Company’s method of recognizing revenue and in connection
with revenue reported for a division. Plaintiffs purport to bring this action on behalf of a class of persons who
purchased the Company’s stock between July 19, 1999 and July 26, 2000. Plaintiffs seek an unspecified
amount of compensatory damages, payment of litigation fees and expenses, and equitable and/or injunctive
relief. On January 24, 2001, Defendants filed a Motion to Dismiss the Complaint for failure to state a claim
under the Private Securities Litigation Reform Act, 15 U.S.C. § 78u-4 et seq. The Court denied Defendant’s
Motion to Dismiss on June 35, 2001. Defendants served their Answer to Plaintiffs’ Complaint on June 19,
2001. The Court granted Plaintiffs’ Motion for Class Certification on December 3, 2002.

On February 8, 2005, the Company entered into a Stipulation of Settlement of the Securities
. Class Action Litigation (See Note 17(a)). On February 10, 2005, the United States District Court for the
Northern District of Georgia, Atlanta Division preliminarily approved the terms of the Settlement. If
approved by the Court, the Settlement is not expected to require any financial contribution by the Company.
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Consistent with the Federal Rules of Civil Procedure, the class will be provided notice of the Settlement and
given the right to object or opt-out of the Settlement. The Court will hold a final approval hearing on May 26,
2005. Final settlement of the consolidated class action is subject to final approval by the Court.

(b) Indemnification and Consideration Concerning Certain Future Asset Impairment Assessments

The Company’s Meridian unit and an unrelated German concern named Deutscher Kraftverkehr Euro
Service GmbH & Co. KG (“DKV”) are each a 50% owner of a joint venture named Transporters VAT
Reclaim Limited (“TVR”). Since neither owner, acting alone, has majority control over TVR, Meridian
accounts for its ownership using the equity method of accounting. DKV provides European truck drivers with
a credit card that facilitates their fuel purchases. DKV distinguishes itself from its competitors, in part, by
providing its customers with an immediate advance refund of the value-added taxes (“VAT”) they pay on
their fuel purchases. DKV then recovers the VAT from the taxing authorities through the TVR joint venture.
Meridian processes the VAT refund on behalf of TVR for which it receives a percentage fee. In April 2000,
TVR entered into a financing facility with Barc¢lays Bank plc (“Barclays™), whereby it sold the VAT refund
claims to Barclays with full recourse. Effective August 2003, Barclays exercised its contractual rights and
unilaterally imposed significantly stricter terms for the facility, including markedly higher costs and a series of
stipulated cumulative reductions tothe facility’s aggregate capacity. TVR repaid all amounts owing to
‘Barclays during March 2004 and terminated the facility during June 2004. As a result of changes to the
facility occurring during the second half of 2003, Meridian began expériencing a reduction in the processing
fee revenues it derives from TVR as DKV previously transferred certain TVR clients to another VAT service
provider. As of December 31, 2004, the transfer of all DKV customer contracts from TVR to another VAT
service provider was completed. TVR will continue to process existing claims and collect receivables and pay
these to Meridian and DKV in the manner agreed between the parties.

Meridian agreed with DKV to commence an orderly and managed closeout of the TVR business.
Therefore, Meridian’s future revenues from TVR for processing TVR’s VAT refunds, and the associated
profits therefrom, ceased in October 2004. (Meridian’s revenues from TVR were $0.5 million, $2.3 million and
$3.6 million for the years ended December 31, 2004, 2003 and 2002, respectively.) As TVR goes about the
orderly wind-down of its business in future periods, it will be receiving VAT refunds from countries, and a
portion of such refunds will be paid to Meridian in liquidation of its investment in TVR. If there is a marked
deterioration in TVR’s future financial condition from its inability to collect refunds from countries, Meridian
may be unable to recover some or all of its long-term investment in TVR, which totaled $2.2 million at
December 31, 2004 exchange rates and $2.1 million at December 31, 2003 exchange rates. This investment is
included in Other Assets on the Company’s December 31, 2004 and 2003 Consolidated Balance Sheets.

(¢c) Standby Letters of Credit -

On November 30, 2004, the Company entered into a standby letter of credit under its Senior Bank Credit
Facility in the face amount of 3.5 million Euro ($4.7 million at December 31, 2004 exchange rates). The letter
of credit serves as assurance to VAT authorities in France that the Company’s Meridian unit will properly and
expeditiously remit all French VAT refunds it receives in its. capacity as intermediary and custodian to the
appropriate client recipients. The current annual interest rate of the letter of credit was 3.0% at December 31,
2004. There were no borrowings outstanding under the letter of credit at December 31, 2004.

Additionally, on November 30, 2004, the Company entered into a letter of credit under its Senior Bank
Credit Facility in the face amount of $0.2 million. The letter of credit is required by an insurer in which the
Company maintains a policy to provide workers’ compensation and employers’ liability insurance. The current
annual interest rate of the letter of credit was 0.125% at December 31, 2004. There were no borrowings
outstanding under the letter of credit at December 31, 2004. '
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The Company’s HSA Acquisition Stock Option Plan, as amended, authorized the grant of options to
purchase 1,083,846 shares of the Company’s common stock to former key employees and advisors of HSA-
Texas who were hired or elected to the Board of Directors in connection with the acquisitions of the businesses
of HSA-Texas and affiliates and who were participants in the 1999 Howard Schultz & Associates
International Stock Option Plan. The options have 5-year terms and vested upon and became fully exercisable
upon issuance. No additional options can be issued under this plan.

A summary of the Company’s stock option activity and related information’ for the years ended
December 31, 2004, 2003 and 2002 is as follows: :

2004 2003 , 2002
Weighted- Weighted- B " Weighted-
Average ' " Average " Average:
Exercise . Exercise Exercise
Options Price Options Price Options Price
Outstanding at beginning of : : ‘
VEAT oo tvin i 8,080,175  $10.70 8,071,222  $11.31 5,975,609  $12.64
Granted .................... 1,541,000 + 4,35 1,368,500 7.40 - 3,972,366 8.72
Exercised ................... (19,090) 3.59 (223,023) .- 4.37 (1,119,274) . 691
Forfeited ................... (1,707,394) 11.68 (1,136,524) 12.26 (757,479)  14.69
Outstanding at end of year .... =~ 7,894,691 9.27 8,080,175 ~ 10.70 8,071,222 11.31
Exercisable at end of year. . ... 5,296,247 10.44 5,202,996 11'0,1 4,101,985 11.07
Weighted average fair value of '
options granted during year.. $ 2.89 » $ 5.02 $ 6.16

The following table summarizes information about stock options outstanding at December 31, 2004:

" Number Weighted- © Weighted- Exercisable
- of Shares Average Average Number Weighted-
Subject Remaining Exercise of Average
Range of Exercise Prices to Option Life Price Shares Exercise Price
$3.53-%431 ................ 1,188,820  3.43 years $ 418 497,326 $:4.20
$443-8741 ......... I .. 2,823,724 2.63 years 6.53 1,763,184 - 6.95
$8.50- 81183 ............... 2917,022 206 years ~ 9.63 2,167,762 974
$12.00-$18.88 .............. 363,725  3.23 years 15.85 307,675 . 1607
$19.16 -826.56 .............. 488,050 . 4.55 years 24.63 447,150 - 2453
$28.77-8$41.50 .............. 92,350  4.67 years 3254 92,150 32.55
$4369. ... 21,000  4.80 years 43.69 21,000 43.69 -
‘ 7,894,691 o 5,296,247

The weighted-average remaining contract life of options outstandmg at December 31, 2004 was
2.72 years.

Effective May 15, 1997, the Company established an employee stock purchase plan pursuant to
Section 423 of the Internal Revenue Code of 1986, as amended. The plan covers 2,625,000 shares of
Company’s common stock, which may be authorized unissued shares, or shares reacquired through private
purchase or purchases on the open market. Employees can contribute up to 10% of their compensation
towards the semiannual purchase of stock. The employee’s purchase price is 85 percent of the fair market
price on the first business day of the purchase period. The Company is not required to recognize compensation
expense related to this plan. In January 2005, approximately 142,000 shares were issued under the plan
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relating to 2004. During 2004, approximately 166,000 shares were issued under the plan. No shares were
issued under the plan in 2003.

(16) FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying amounts for cash and cash equivalents, receivables, funds held for client obligations, notes
payable, current installments of long-term debt, obligations for client payables, accounts payable and accrued
expenses, and accrued payroll and related expenses approximate fair value because of the short maturity of
these instruments. ‘

-The fair value of the Company’s convertible notes was calculated as the discounted present value of
future cash flows related to the convertible notes using the stated interest rate which management believes is
the approximate rate at which the notes could be refinanced as of December 31, 2004. The estimated fair
value of the Company’s convertible notes at December 31, 2004 and 2003 was $124.1 miilion and

- $123.1 million, respectively, and the carrying value of the Company’s convertible notes at December 31, 2004
and 2003 was $123.3 million and $122.4 million, respectively.

_Fair value estimates are made at a specific point in time, based on relevant market information about the
financial instrument. These estimates are subjective in nature and involve uncertainties and matters of
significant judgment and therefore cannot be determined with precision. Changes in assumptions could
significantly affect the estimates. Accordingly, the estimates presented are not necessarily indicative of the
amounts that could be realized in a current market exchange.

(17) SUBSEQUENT EVENTS (UNAUDITED)
(a) Preliminary Settlement of Securities Class Action Litigation

"On February 8, 2005, the Company entered into a Stipulation of Settlement (“Settlement”) with
Plaintiffs’ counsel, on behalf of all putative class members, pursuant to which it agreed to preliminarily settle
the consolidated class action for $6.75 million, which payment is expected to be made by the insurance carrier
for the Company. On February 10, 2005, the Court preliminarily approved the terms of the Settlement.
Consistent with the Federal Rules of Civil procedure, the class will be provided notice of the Settlement and
given the right to object or opt-out of the Settlement. The Court will hold a final approval hearing on May 26,
2005. Final settlement of the consolidated class action is subject to final approval by the Court (see
Note 13(a)).

(b) Change in Control and Termination Agreements

To promote retention of key employees during the Company’s exploration of strategic alternatives, among
other goals, the Company’s Compensation Committee approved a program under which the Company
modified employment and compensation arrangements with certain management employees as disclosed in
the Company’s Report on Form 8-K filed on February 11, 2005. Under the program, the officers are entitled to
additional benefits related to certain change of control and termination events in exchange for revised
restrictive covenants. Also, in October 2004 the Compensation Committee approved transaction success
bonuses payable upon a change of control for 26 additional key managers. Such bonuses would be calculated
as a percentage of each manager’s annual salary with the applicable percentage based on the per share
consideration received in a change of control transaction.

Among the additional benefits, restricted stock awards representing 40,000 shares of the Company’s
common stock were granted to each of six of the Company’s officers in February 2005. The total 240,000
restricted shares are subject to service-based cliff vesting. The restricted awards vest 3 years following the date
of the grant, subject to early vesting upon a change of control, death, disability or involuntary termination of
employment without cause. The restricted awards will be forfeited if the recipient voluntarily terminates his or
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her employment with the Company (or a subsidiary, affiliate or successor thereof) prior to vesting. The shares
are generally nontransferable until vesting. During the vesting period, the award recipients will be entitled to
receive dividends with respect to the escrowed shares and to vote the shares. Over the 3-year vesting period,
the Company will incur non-cash stock compensation expense relating to the restricted stock awards. Based on
the closing stock price on February 14, 2005, the Company will incur non-cash stock compensation expense of
$1.2 million over the 3-year vesting period.

(c) . Client Bankruptcy

On April 1, 2003, Fleming, one of the Company’s larger U.S. Accounts Payable Services clients at that
time, filed for Chapter 11 Bankruptcy Reorganization. During the quarter ended March 31, 2003, the
Company received $5.5 million in payments on account from this client. A portion of these payments might be
recoverable as “preference payments” under United States bankruptcy laws. On January 24, 2005, the
Company. received a demand for preference payments due from the trust representing the client. The demand
states that the trust’s calculation of the. Company’s preferential payments was approximately $2.9 million. The
Company believes that it has valid defenses against any claim that may be made for payments received from
Fleming. The Company has offered to settle such claim. Accordingly, the Company’s Consolidated Statement
of Operations for the year ended December 31, 2004 includés an expense provision of $0.2 million with respect
to this matter.




ITEM 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None

ITEM 9A. Controls and Procedures
Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures —

The Company has established disclosure controls and procedures to ensure, among other things, that
material information relating to the Company, including its consolidated subsidiaries, is made known to the
officers who certify the Company’s financial reports and to other members of senior management and the
Board of Directors. ‘

The Company’s Chairman and Chief Executive Officer (CEO) and its Executive Vice President and
Chief Financial Officer (CFO) are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as
amended (“Disclosure Controls”)) for the Company.

Management has informed the Audit Committee of the Board of Directors that, although it has not
completed its assessment, it has identified material weaknesses in the Company’s internal control over
financial reporting, as defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934,
in the course of its evaluation of the effectiveness of the Company’s internal control over financial reporting as
of December 31, 2004.

A “material weakness” in internal control over financial reporting is defined by the Public Company
Accounting Oversight Board’s (“PCAOB”) Auditing. Standard No. 2 as a significant deficiency, or
combination of significant deficiencies, that result in a more than remote likelihood that a material
‘misstatement of the annual or interim financial statements will not be prevented or detected.

The first material weakness relates to ineffective oversight and review over revenue and the reserve for
estimated refunds, resulting from the following matters:

« Inexperienced and inadequately trained personnél;

+ Insufficient evidence supporting the subjective factors in the Company’s calculation of the reserve for
estimated refunds;

» Inadequate review of changes in controls being implemented in the fourth quarter, which resulted in a
deficiency in the design of management’s review of documentation to determine when the Company’s
services are considered performed.

The aforementioned material weakness in internal control over financial reporting results in more than a
remote likelihood that the Company’s revenue or reserve for estimated refunds could have been materially
misstated. The Company is in the process of completing its remediation efforts, which includes additional
training and management review procedures. The Company believes that these new policies and procedures
will be effective in remediating this material weakness. '

The second material weakness relates to insufficient oversight and review of the Company’s income tax
accounting practices. Specifically, the Company did not maintain adequate review procedures related to the
determination of its tax assets and the related valuation allowance. This material weakness resulted in errors in
the Company’s accounting for income taxes which were identified during the course of the Company’s 2004
audit. The Company plans to improve its controls over the accounting for income taxes by establishing
additional review steps by management and believes these additional controls will be effective in remediating
this material weakness.
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Management does not expect the results reported in the accompanying financial statements as of
December 31, 2004 or the financial statements for any prior period to change as a result of the aforementioned
material weaknesses.

Management has not finalized its assessment of the Company’s internal control over financial reporting.
Therefore, management is availing itself of the exemptive order granted by the Securities Exchange
Commission permitting companies to file Section 404 compliance and audit reports and certifications within
45 days of March 16, 2005. Such reports will be filed with the Company’s Annual Report on Form 10-K/A for
. the year ended December 31, 2004, to be filed on or before May 2, 2005.

Based on the criteria set forth by PCAOB Standard No. 2 and considering the material weaknesses
identified above, the CEO and CFO have concluded that the Company’s Disclosure Controls were not
effective as of December 31, 2004. In addition, based on such material weaknesses, it is currently anticipated
that management’s and KPMG LLP’s report on the Company’s internal control over financial reporting will
¢onclude that the Company’s internal control over financial reporting was not effective as of December 31,
2004.

ITEM 9B. Other Information

Mr. Toma’s deferred compensation. Effective December 31, 2004, Mr. Toma closed his deferred
compensation account with the Company. At that time, he received a distribution from the account in the
amount of $691,251.10. Beginning January 1, 2005, Mr. Toma began receiving $65,000 in direct pay per year
in lieu of the $65,000 annual contribution which the Company was previously obligated to contribute to his
deferred compensation account under his Employment Agreement. This amount is not considered part of his
base salary for purposes of calculating any bonus.

2004 Bonuses. On February 7, 2005, the Compensation Committee approved payment of discretionary
bonuses with respect to 2004 to the Named Executive Officers (except as noted with respect to Mr. Moylan).
The bonuses awarded were as follows: $220,000 to Mr. Cook, $40,000 to Mr. Toma, $40,000 to Mr. Bacon,
and $40,000 to Mr. Benjamin. Mr. Moylan received $60,000 during the fourth quarter of 2004 as
reimbursement of social club dues, in the form of a bonus.

2005 Bonuses. Also on February 7, 2005, the Compensation Committee approved the bonus program
for 2005. The Named Executive Officers were all granted an opportunity to earn bonuses based on Company
performance during 2005, as described below. The bonus amount depends upon achievement of certain
Performance Measures for each. quarter and for the full year. However, bonuses are paid annually. The
Committee reserved discretion to adjust the amounts of any bonuses upward or downward, regardless of
Company performance, with respect to all bonuses not intended to be eligible for exclusion from the
calculation of the $1 million cap on deductibility imposed by Section 162(m) of the Internal Revenue Code.

The Compensation Committee determines Target Performance Measure levels for each period. Bonus
amounts also vary according to whether certain Minimum and Maximum levels of the Performance Measure
are attained. Minimum levels are 95% of Target, and Maximum levels are 110% of the Target.

Mr. Cook’s bonus is based upon Company EBIT (Earnings Before Interest and Taxes). Achievement of
Target EBIT for any one of the five periods (each of the four quarters and the full year) would entitle him to
40% of his base salary. Achievement of Minimum EBIT for any of the five periods would entitle him to 10% of
his base salary. Thus, if Minimum EBIT were achieved for all of the five periods, his bonus would equal 50%
of his base salary, and if Target EBIT were achieved for all of the five periods, his bonus would equal 200% of
his base salary. The award does not provide for any additional bonus pay if Target EBIT is exceeded. If EBIT
falls between Minimum and Target EBIT, Mr. Cook’s bonus will be prorated accordingly.

Mr. Toma’s bonus is based upon Company EBIT. Achievement of Target EBIT for any one of the five
periods (each of the four quarters and the full year) would entitle him to 10% of his base salary. Achievement
of Minimum EBIT for any of the five periods would entitle him to 2.5% of his base salary. Achievement of
Maximum EBIT for any of the five periods would entitle him to 20% of his base salary. Thus, if Minimum
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EBIT were achieved for all of the five periods, his bonus would equal 12.5% of his base salary, if Target EBIT
were achieved for all of the five periods, his bonus would equal 50% of his base salary, and if Maximum EBIT
were achieved for all of the five periods his bonus would equal 100% of his base salary. If EBIT falls between
Minimum and Target EBIT, or between Target and Maximum EBIT, Mr. Toma’s bonus will be prorated
accordingly. Mr. Toma’s base salary does not include the $65,000 in direct payments which he receives in lieu
of the former deferred compensation contribution of the same amount.

Mr. Moylan’s bonus is based upon Company EBIT. Achievement of Target EBIT for any one of the five
periods (each of the four quarters and the full year) would entitle him to 8% of his base salary. Achievement
of Minimum EBIT for any of the five periods would entitle him to 2% of his base salary. Achievement of
Maximum EBIT for any of the five periods would entitle him to 16% of his base salary. Thus, if Minimum
EBIT were achieved for all of the five periods, his bonus would equal 10% of his base salary, if Target EBIT
were achieved for all of the five periods, his bonus would equal 40% of his base salary, and if Maximum EBIT
were achieved for all of the five periods his bonus would equal 80% of his base salary. If EBIT falls between
Minimum and Target EBIT, or between Target and Maximum EBIT, Mr. Moylan’s bonus will be prorated
accordingly.

Mr. Bacon’s bonus. is based upon a Performance Measure which is weighted as follows: 35% Company
EBIT, .and 65% EBIT of his business unit. Mr. Bacon’s business unit includes Meridian VAT and non-U.S.
Accounts Payable. Achievement of Target Performance for any one of the five periods (each of the four
quarters and the full year) would entitle him to 8% of his base salary. Achievement of Minimum Performance
for any of the five periods would entitle him to 2% of his base salary. Achievement of Maximum Performance
for any of the five periods would entitle him to 16% of his base salary. Thus, if Minimum Performance were
achieved for all of the five periods, his bonus would equal 10% of his base salary, if Target Performance were
achieved for all of the five periods, his bonus would equal 40% of his base salary, and if Maximum
Performance were achieved for all of the five periods his bonus wouid equal 80% of his base salary. If
Performance falls between Minimum and Targct or between Target and Maximum, Mr. Bacon’s bonus will
be prorated accordingly.-

Mr. Benjamin’s bonus is based upon a Performance Measure which is weighted as follows: 35% Company
EBIT, and 65% EBIT of his business nnit. Mr. Benjamin’s business unit includes U.S. Accounts Payable only.
Achievement of Target Performance for any one of the five periods (each of the four quarters and the full
year) would entitle him to 8% of his base salary. Achievement of Minimum Performance for any of the five
periods would entitle him to 2% of his base salary. Achievement of Maximum Performance for any of the five
_ periods would entitle him to 16% of his base salary. Thus, if Minimum Performance were achieved for all of
the five periods, his bonus would equal 10% of his base salary, if Target Performance were achieved for all of
the five periods, his bonus would equal 40% of his base salary, and if Maximum Performance were achieved
for all of the five periods his bonus would equal 80% of his base salary. If Performance falls between Minimum
and Target, or between Target and Maximum, Mr. Bacon’s bonus will be prorated accordingly.

Bonus amounts are based on year-to-date adjusted base salary earnings, except as noted above with
respect to Mr. Toma. Bonuses will be paid anytime between 60 and 75 days after the end of the fiscal year
2005.

Reimbursement for Certain Legal Fees. During the negotiation of the Change of Control and
Restrictive Covenant agreements implementing the Company’s change of control program (previously
reported on Forms 8-K filed on February 11, 2005 and on October 26, 2004), an independent law-firm was
retained in the fourth quarter of 2004 to represent the employees who would be participating in the change of
control program, inciuding the Named Executive Officers. The Company paid all legal fees and costs incurred
in connection with such representation. This benefit was allocated in an amount equal to $2,972.71 for each
Named Executive Officer (the remainder of the legal bill was allocated to other employees).
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PART III

ITEM 10. Directors and Executive Officers of the Registrant

The information required with respect to directors is incorporated herein by reference to the information
contained in the section captioned “Election of Directors” of our definitive proxy statement (the “Proxy
Statement”) for the Annual Meeting of Stockholders to be held May 3, 2005, to be filed with the Securities
and Exchange Commission pursuant to Regulation 14A under the Securities and Exchange Act of 1934, as
amended (the “Exchange Act”). The information with respect to our audit committee financial expert is
incorporated herein by reference to the information contained in the section captioned “Audit Committee” of
the Proxy Statement. We have undertaken to provide to any person without charge, upon request, a copy of
our code of ethics applicable to our chief executive officer and senior financial officers. You may obtain a copy
of this code of ethics free of charge from our website, www.prgx.com. The information required with respect to
our executive officers is incorporated herein by reference to the information contained in the section captioned
“Executive Officers” of the Proxy Statement.

The information regarding filings under Section 16(a) of the Exchange Act is incorporated herein by
reference to the section captioned “Section 16(a) Beneficial Ownership Reporting Compliance” of the Proxy
Statement.

ITEM 11. Executive Compensation

The information required by Item 11. of this Form 10-K is incorporated by reference to the information
contained in the section captioned “Executive Compensation” of the Proxy Statement.

ITEM 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by Item 12. of this Form 10-K is incorporated by reference to the information
contained in the section captioned ‘“Ownership of Directors, Principal Shareholders and Certain Executive

Officers” and the Equity Compensation Plan Information contained in the section captioned “Executive
Compensation” of the Proxy Statement.

ITEM 13. Certain Relationships and Related Transactions
The information required by Item 13. of this Form 10-K is incorporated by reference to the information

contained in the sections captioned “Executive Compensation — Employment Agreements” and “Certain
Transactions” of the Proxy Statement.

ITEM 14. Principal Accountant Fees and Services

The information required by Item 14. of this Form 10-K is incorporated by reference to the information
contained in the sections captioned “Principal Accountants’ Fees and Services” of the Proxy Statement.
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PART IV

ITEM 15. Exhibits and Financial Statement Schedules
(a) Documents filed as part of the report
(1) Consolidated Financial Statements:

For the following consolidated financial information included herein, see Index on Page 45.

Page
Report of Independent Registered Public Accounting Firm . ................. 46
Consolidated Statements of Operations for the Years ended December 31, 2004,

2003 and 2002 ... . 47
Consolidated Balance Sheets as of December 31, 2004 and 2003.............. 48
Consolidated Statements of Shareholders’ Equity for the Years ended

December 31, 2004, 2003 and 2002 . ... .. . i e 49
Consolidated Statements of Cash Flows for the Years ended December 31,

2004, 2003 and 2002 . . ... .o e 50
Notes to Consolidated Financial Statements ........... ... in.. 51

(2) Financial Statement Schedule:

Schedule IT — Valuation and Qualifying Accounts . ..................covou.. S-1

(3) Exhibits
Exhibit
Number : : Description

3.1 — Restated Articles of Incorporation of the Registrant (incorporated by reference to Exhibit 3.1 to
the Registrant’s Form 10-Q for the quarterly period ended June 30, 2002).

3.2 — Restated Bylaws of the Registrant (incorporated by reference to Exhibit 99.1 to the Registrant’s
Form 8-K/A filed April 3, 2002).

4.1 — Specimen Common Stock Certificate (incorporated by reference to Exhibit 4.1 to the Registrant’s
Form 10-K for the year ended December 31, 2001).

4.2 — See Restated Articles of Incorporation and Bylaws of the Registrant, filed as Exhibits 3.1 and 3.2,
respectively.

4.3 — Shareholder Protection Rights Agreement, dated as of August 9, 2000, between the Registrant and
Rights Agent, effective May 1, 2002 (incorporated by reference to Exhibit 4.3 to the Registrant’s
Form 10-Q for the quarterly period ended June 30, 2002.

4.4 — Indenture dated November 26, 2001 by and between Registrant and Sun Trust Bank (incorporated
by reference to Exhibit 4.3 to Registrant’s Registration Statement No. 333-76018 on Form S-3
filed December 27, 2001).

4.5 — First Amendment to Shareholder Protection Rights Agreement, dated as of March 12, 2002,
between the Registrant and Rights Agent (incorporated by reference to Exhibit 4.3 to the
Registrant’s Form 10-Q for the quarterly period ended September 30, 2002).

4.6 — Second Amendment to Shareholder Protection Rights Agreement, dated as of August 16, 2002,
between the Registrant and Rights Agent (incorporated by reference to Exhibit 4.3 to the
Registrant’s Form 10-Q for the quarterly period ended September 30, 2002).

101 — Employment Agreement dated March 20, 1996 between Registrant and John M. Cook (incorpo-
rated by reference to Exhibit 10.4 to Registrant’'s March 26, 1996 registration statement
number 333-1086 on Form S-1).

10.2 — Employment Agreement dated March 20, 1996 between Registrant and John M. Toma (incorpo-
rated by reference to Exhibit 10.5 to Registrant’s March 26, 1996 registration statement
number 333-1086 on Form S-1).
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Exhibit
Number . Description
10.3 — 1996 Stock Option Plan, dated as of January 25, 1996, together with Forms of Non-qualified Stock
Option Agreement (incorporated by reference to Exhibit 10.2 to the Registrant’s March 26, 1996
Registration Statement No. 333-1086 on Form S-1).

10.4 — Form of Indemnification Agreement between the Registrant'and Directors and certain officers,
including named executive officers, of the Registrant (incorporated by reference to Exhibit 10.4 to
the Registrant’s Form 10-K for the year ended December 31, 2003).

10.5 — First Amendment, dated March 7, 1997, to Employment Agreement between Registrant and
Mr. John M. Cook (incorporated by reference to Exhibit 10.22 to the Registrant’s Form 10-K for
the year ended December 31, 1996).

10.6 — Second Amendment to Employment Agreement, dated September 17, 1997, between The Profit
Recovery Group International, I, Inc. and Mr. John M. Cook (incorporated by reference to
Exhibit 10.3 to the Registrant’s Form 10-Q for the quarterly period ended September 30, 1997).

10.7 — Description of 2001-2005 Compensation Arrangement between Registrant and Mr. John M. Cook
(incorporated by reference to Exhibit 10.9 ‘to the Registrant’s Form 10-K for the year ended
December 31, 2000).

*10.8 — Letter Agreement, dated May 25, 1995, between Wal-Mart Stores, Inc. and Registrant (incorpo-
rated by reference to Exhibit 10.1 to the Registrant’s March 26, 1996 registration statement
No. 333-1086 on Form S-1).

10.9 — Description of 2001 Compensation Arrangement between Registrant and Mr. John M. Toma
(incorporated by reference to Exhibit 10.23 to the Registrant’s Form 10-K for the year ended
. December 31, 2000).

10.10 — Discussion of Management and Profess1onal Incentive Plan (incorporated by reference to
Exhibit 10.27 to the Registrant’s Form 10-K for the year ended December 31, 2000).

10.11 — Non-qualified Stock Option Agreement between Mr. John M. Cook and the Registrant, dated
March 26, 2001 (incorporated by reference to Exhibit 10.3 to the Registrant’s Form 10-Q for the
quarterly period ended March 31, 2001).

10.12 — Non-qualified Stock Option Agreement between Mr. John M Toma and the Registrant, dated
March 26, 2001 (incorporated by reference to Exhibit 10.4 to the Registrant’s Form 10-Q for the
quarterly period ended March 31, 2001).

10.13 — Form of the Registrant’s Non-Qualified Stock Option Agreement (incorporated by reference to
' Exhibit 10.2 to the Registrant’s Form 10-Q for the quarterly period ended June 30, 2001).

10.14 — Noncompetition, Nonsolicitation and Confidentiality Agreement among The Profit Recovery
Group International, Inc., Howard Schultz & Associates International, Inc., Howard Schultz,
Andrew Schultz and certain trusts, dated January 24, 2002 (incorporated by reference to
Exhibit 10.34 to the Registrant’s Form'10-K for the year ended December 31, 2001).

10.15 — Credit Agreement among The Profit Recovery Group USA, Inc., The Profit Recovery Group
International, Inc¢. and certain subsidiaries of the Registrant, the several lenders and Bank of
America, N.A., dated as of December 31, 2001 (incorporated by reference to Exhibit 99.1 to the
Registrant’s Registration-Statement No. 333-76018 on Form S-3 filed January 23, 2002).

10.16 — Pledge Agreement among The Profit Recovery Group USA, Inc., The Profit Recovery Group
International, Inc., certain of the domestic subsidiaries of the Registrant and Bank of America,
N.A., dated December 31, 2001 (incorporated by reference to Exhibit 10.41 to the Registrant’s
Form 10-K for the year ended December 31, 2001).

10.17 — Security Agreement among The Profit Recovery Group USA, Inc., The Profit Recovery Group
International, Inc., certain of the domestic subsidiaries of the Registrant and Bank of America,
N.A., dated December 31, 2001 (incorporated by reference to EXhlbl’[ 10.44 to the Registrant’s
Form 10-K for the year ended December 31, 2001).

10.18 — First Amendment to Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz Interna-
tional, Inc., each of the domestic subsidiaries of the Registrant, the several lenders and Bank of
America, N.A., dated as of February 7, 2002 (incorporated by reference to Exhibit 10.42 to the
Registrant’s Form 10-K for the year ended December 31, 2001).
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Exhibit
Number ' Description
10.19 — Office Lease Agreement between Galleria 600, LLC and PRG-Schultz International, Inc.

(incorporated by reference to Exhibit 10.43 to the Registrant’s Form 10-K for the year ended
December 31, 2001).

10.20 — Amendment to Employment Agreement, as amended, between Mr. John M. Cook and Registrant,
dated May 1, 2002 (incorporated by reference to Exhibit 10.1 to the Registrant’s Form 10-Q for
the quarterly period ended June 30, 2002).

10.21 — Amendment to Employment Agreement, as amended, between Mr. John M. Toma and Regis-
trant, dated May 14, 2002 (incorporated by reference to Exhibit 10.2 to the Registrant’s
Form 10-Q for the quarterly period ended June 30, 2002).

10.22 — Amended Stock Incentive Plan (incorporated by reference to Exhibit 10.3 to the Registrant’s
Form 10-Q for the quarterly period ended June 30, 2002).

10.23 — Amended HSA-Texas Stock Option Plan (incorporated by reference to Exhibit 10.4 to the
Registrant’s Form 10-Q for the quarterly period ended June 30, 2002).

10.24 — Amended and Restated Standstill Agreement, dated as of August 21, 2002, by and between PRG-
- Schultz International, Inc., Blum Strategic Partners II, L.P. and other affiliates of Blum Capital
Partners, LP (mcorporated by reference to Exhibit 10.6 to the Registrant’s Form 10-Q for the
quarterly period ended September 30, 2002).

10.25 — Investor Rights Agreement, dated as of August 27, 2002, among PRG-Schultz International, Inc.,
Berkshire Fund V, LP, Berkshire Investors LLC and Blum Strategic Partners II, L.P. (incorpo-
rated by reference to Exhibit 10.7 to the Registrant’s Form 10-Q for the quarterly period ended
-September 30, 2002). -

10.26 — Registration Rights Agreement, dated as of August 27, 2002, by and between PRG-Schultz
International, Inc., Blum Strategic Partnérs 11, L.P. and other affiliates of Blum Capital Partners,
LP (incorporated by reference to Exhibit 10.8 to the Registrant’s Form 10-Q for the quarterly
period ended September 30, 2002).

10.27 -— Registration Rights Agreement, dated as of August 27, 2002, by and between PRG-Schultz
International, Inc., Berkshire Fund V, LP and Berkshire Investors LLC (incorporated by reference
to Exhibit 10.9 to the Registrant’s Form 10-Q for the quarterly period ended September 30, 2002).

10.28 — Second Amendment to Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz Interna-
tional, Inc., each of the domestic subsidiaries of the Registrant, the several lenders and Bank of
America, N.A., dated as of August 19, 2002 (incorporated by reference to Exhibit 10.10 to the
Registrant’s Form 10-Q for the quarterly period ended September 30, 2002).

10.29 — Third Amendment to Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz Interna-
tional, Inc., each of the domestic subsidiaries of the Registrant, the several lenders and Bank of
America, N.A., dated as of September 12, 2002 (incorporated by reference to Exhibit 10.11 to the
Registrant’s Form 10-Q for the quarterly period ended September 30, 2002).

10.30 — First Amendment to Office Lease Agreement between Galleria 600, LLC and PRG-Schultz
International, Inc. (incorporated by reference to Exhibit 10.65 to the Registrant’s Form 10-K for
the year ended December 31, 2002).

10.31 — Amendment to Employment Agreement, as amended, between Mr. John M. Cook and Registrant,
dated March 7, 2003 (incorporated by reference to Exhibit 10.1 to the Registrant’s Form 10-Q for
the quarterly period ended March 31, 2003).

10.32 — Waiver to the covenant violations to the Credit Agreement, dated September 29, 2003 (incorpo-
rated by reference to Exhibit 10.2 to the Registrant’s Form 10-Q for the quarterly period ended
September 30, 2003).

10.33 — Fourth Amendment to Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz Interna-
tional, Inc., each of the domestic subsidiaries of the Registrant, the several lenders and Bank of
America, N.A., dated as of November 12, 2003 (incorporated by reference to Exhibit 10.63 to the
Registrant’s Form 10-K for the year ended December 31, 2003).
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Exhibit
Number Description

-10.34 — Employment Agreement between Registrant and Mr. James L. Benjamin, dated as of October 28,
2002 (incorporated by reference to Exhibit 10.64 to the Registrant’s Form 10-K for the year ended
December 31, 2003).

10.35 — Form of Employment Agreement between Mr. James E. Moylan, Jr. and Registrant, dated as of
March 5, 2004 (incorporated by reference to Exhibit 10.1 to the Registrant’s Form 10-Q for the
quarterly period ended March 31, 2004).

10.36 — Fifth Amendment to Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz Interna-
tional, Inc., each of the domestic subsidiaries of the Registrant, the Lenders party thereto and
Bank of America, N.A., dated as of March 4, 2004 (incorporated by reference to Exhibit 10.3 to
the Registrant’s Form 10-Q for the quarterly period ended March 31, 2004).

10.37 — Sixth Amendment to Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz Interna-
tional, Inc., each of the domestic subsidiaries of the Registrant, the Lenders party thereto and
Bank of America, N.A., dated as of March 25, 2004 (incorporated by reference to Exhibit 10.4 to
the Registrant’s Form 10-Q for the quarterly period ended March 31, 2004).

10.38 — PRG Schultz International, Inc. 2004 Executive Incentive Plan as approved by shareholders on
May 18, 2004 (incorporated by reference to Exhibit 10.1 to the Registrant’s Form 10-Q for the
quarterly period ended June 30, 2004).

10.39 — Waiver to the covenant violations to the Credit Agreement, as amended, dated October 25, 2004
{incorporated by reference to Exhibit 10.1 to the Registrant’s Form 10-Q for the quarterly period
ended September 30, 2004).

10.40 — Amended and Restated Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz
International, Inc. (“PRGX"), Certain Subsidiaries of PRGX from Time to Time Party Thereto,
and Bank of America, N.A., dated as of November 30, 2004 (incorporated by reference to

, Exhibit 99.1 to the Registrant’s Report on Form 8-K filed on December 6, 2004).

10.41 — Amended and Restated Credit Agreement among PRG-Schultz USA, Inc., PRG-Schultz
International, Inc. (“PRGX"), Certain Subsidiaries of PRGX from Time to Time Party Thereto,
and Bank of America, N.A., dated as of November 30, 2004 (as modified on December 7, 2004)
(incorporated by reference to Exhibit 10(a) to the Registrant’s Report on Form 8-K filed on
December 13, 2004).

10.42 — Form of Non-employee Director Option Agreement (incorporated by reference to Exhibit 99.1 to
the Registrant’s Report on Form 8-K filed on February 11, 2005).

10.43 — Amendment to Employment Agreement and Restrictive Covenant Agreement between Mr. J ohn
M. Cook and Registrant dated March 7, 2005.

**10.44 — Change of Control and Restrictive Covenant Agreement between Mr. James E. Moylan, Jr. and
Registrant dated February 14, 2005.

**10.45 — Change of Control and Restrictive Covenant Agreement between Mr. John M. Toma and

‘ Registrant dated February 14, 2005. -

*%10.46 — Change of Control and Restrictive Covenant Agreement between Mr. Richard J. Bacon and
Registrant dated February 14, 2005.

**10.47 — Change of Control and Restrictive Covenant Agreement between Mr. James L. Benjamin and
Registrant dated February 14, 2005.

10.48 — Summary of compensation arrangements with non-employee directors of the Registrant.
10.49 — Summary of compensation arrangements with executive officers of Registrant.

10.50 — Employment Agreement between Registrant and Mr. Richard J. Bacon, dated as of July 15, 2003.
10.51 — September 11, 2003 Addendum to Employment Agreement with Mr. Richard J. Bacon.

10.52 — December 2, 2003 Addendum to Employment Agreement with Mr. Richard J. Bacon.

10.53 — May 1, 2004 Amendment to Employment Agreement with Mr. Richard J. Bacon.

10.54 — February 2005 Addendum to Employment Agreement with Mr. Richard J. Bacon.

14.1 — Code of Ethics for Senior Financial Officers (incorporated by reference to Exhibit 14.1 to the
Registrant’s Form 10-K for the year ended December 31, 2003).
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Exhibit

Number Description
21.1 — Subsidiaries of the Registrant.
23.1 — Consent of KPMG LLP.

31.1 — Certification of the Chief Executive Officer, pursuant to Rule 13a-14(a) or 15d-14(a), for the year
ended December 31, 2004.

31.2 — Certification of the Chief Financial Ofﬁcef, pursuant to Rule 13a-14(a) or 15d-14(a), for the year
ended December 31, 2004.

32.1 — Certification of the Chief Executive Officer and Chief Financial Officer, pursuant to 18 U.S.C.
Section 1350, for the year ended December 31, 2004,

* Confidential treatment, pursuant to 17 CFR Secs. §§ 200.80 and 230.406, has been granted regarding
certain portions of the indicated Exhibit, which portions have been filed separately with the Commission.

** Confidential treatment, pursuant to 17 CFR Secs. §§ 200.80 and 240.24b-2, has been requested regarding
certain portions of the indicated Exhibit, which portions have been filed separately with the Commission.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

PRG-SCHULTZ INTERNATIONAL, INC.

By: /s/ JornN M. Cook

John M. Cook
President, Chairman of the Board
and Chief Executive Officer

"Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below
by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature

/s/  JouN M. Cook

John M. Cook

/s/  James E. MoyLAN, JR.

James E. Moylan, Jr.

/s/  MicHAEL D. PiccHI

Michael D. Picchi

/s/ ARTHUR N. BUDGE, JRr.

Arthur N. Budge, Jr.

/s/ DAvVID A CoOLE

David A. Cole

/s/ GERALD E. DANIELS

Gerald E. Daniels

/s/{ JONATHAN GOLDEN

Jonathan Golden

/s{ GARTH H. GREIMANN

Garth H. Greimann

/s/ N. CoLin LinDp

N. Colin Lind

Title

President, Chairman of the Board and
Chief Executive Officer (Principal
Executive Officer)

Executive Vice President — Finance
Chief Financial Officer and Treasurer,
- (Principal Financial Officer)

Senior Vice President — Finance and
Controller (Principal Accounting
Officer)

Director
Director
Director
Director
Directbr

Director

88

Date

March 16, 2005
March 16, 2005
March 16, 2005

March 16, 2005
March 16, 2005
March 16, 2005
March 16, 2005
March 16, 2005

March 16, 2005




Signature
/s/ THOMAS S. ROBERTSON

Thomas S. Robertson

/s/  JiMmy M WOODWARD

Jimmy M. Woodward
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Title
Director

Director

Date
March 16, 2005

March 16, 2005



EXHIBIT 31.2

CERTIFICATION
I, James E. Moylan, Jr., certify that:
1. T have reviewed this Form 10-K of PRG-Schultz International, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state. a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and 1 are responsible for establishing and maintaining
disclosure ‘controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the
registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in.which this report is being prepared;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented
in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the
end of the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materlally affected, or is reasonably hkcly to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based -on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors: '

(a) Allsignificant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,

process, summarize and report financial information; and

. (b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting. .

By: /s/ JamEes E. MoYLAN, Jr.

James E. Moylan, Jr.
Executive Vice President-Finance,
Chief Financial Officer and Treasurer

(Principal Financial Officer)

March 16, 2005




EXHIBIT 32.1

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of PRG-Schultz International, Inc. (the “Company”) on
Form 10-X for the period ending December 31, 2004 as filed with the Securities and Exchange Commission
on the date hereof (the “Report™), I, John M. Cook, President, Chairman of the Board and Chief Executive
Officer of the Company and I, James E. Moylan, Jr., Executive Vice President-Finance, Chief Financial
Officer and Treasurer of the Company, certify, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of
the Sarbanes-Oxley Act of 2002, that to the best of the undersigned’s knowledge: (1) the Report fully
complies with the requirements of Section 13(a) of the Securities Exchange Act of 1934; and (2) the
information contained in the Report fairly presents, in all material respects, the financial condition and results
of operations of the Company. -

By: /s/  Jonn M. Cook
John M. Cook
President, Chairman of the Board
and Chief Executive Officer
(Principal Executive Officer)

March 16, 2005

By: /s/ JamEes E. MoyLaN, Jr.

James E. Moylan, Jr.
Executive Vice President-Finance,
Chief Financial Officer and Treasurer
(Principal Financial Officer)

March 16, 2005
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i o EBITDA - -

Profit:

Wh/u PRG-Schultz?

T

" Strategic Initiatives ‘Yiél'd"Pdsitive“Pfagr’é’s‘s_‘ T

The financial performance of PRG-Schultz in 2004 reflected

- -the significant progress wé are making-as-we-reposition the
Company to resume its growth and generate improxjfed returns
for shareholders: Over thépast year, we have beerrworking to
1mplement a set of strategic initiatives aimed at evolvmg our

service model, Our goals in this effort are to betrer align our
.. cost structure and service delivery process with today’s com-
petitive environment and the needs of our clients, and to
~- -capitalize-on-revenue opportunities-in-international-markets; -
new clalms caregones, and new busmess development

The best indicator o_f_ our progress on thc cost front came'in the _

fourth quarter of the year, when we reported a G0 percent cost

- - of revenue for the three-month-period,-the best-performance

|

since the completion of our merger with Howard Schulez &

Associates three yearsagor This cost performancc results from " *~

1mplementmg best practices and consistent audit methodologies

across the U.S. business, as well as putiing"m pléce a central-
_ized, pr,ocess,,dnven‘approach_to_audmng,‘many,claxms;types. :

“to ma manage credit card 51gnature recelpts a new service we are
offering to our.retail clients.- Simply put, we are leavingno- -
stone unturned in the pursuit of new revenue, and I believe
“~thatour hard work will pay off in 2005, -~~~
_—}YS&MH TFinancial H’ﬂitfdmm“ﬂ:d}_ Growth
The - Company: is_in great shape to fund new business initiatives. _
We generated $23.3 million in EBITDA (earnings before interest,
---taxes; depreciation-and amortization); which was-after a reduc-
tion of $12.4 million in costs associated with our investments
“inthe Strategic initiatives in e U.S. For a presentation of our
~_netloss. 9&19_1!'&@ in accordance with generally accepted accounting
principles and the reconciliation of the net loss to EBITDA,
see the table below. Net cash provided by operating activities.
in 2004 was approximately $10 million. In November, we
signed-anew-credit-facility with Bank of America that extends—
through May 2006, providing for up to $30 million of credit
that is currently capped at $25 million.” At March 10, 2005,
approximately $14 million was available under the facility.

-~ New Clients-Build T@p-]Lme Momentum- - - ﬂ: - -~ --From-a-strategic;-opetational and financial perspective, 2004

On the revenue frone, the second half of 2004 began to show
the resules of the concentrated éffort we'placed of sales over
the past year. During this period, we added 44 new interna-
tional clients, which will provide a solid base for growth in

- -2005. A recent contract with-the State.of Arizona, which .
includes our first audit of Medicaid claims, demonstrates the

=~ new-opportunities for-auditrecovery services thatexist in-the
United States. We also are introducing new service offerings.
"“These includea freight rate audit pr5é?arﬁj an alliance with
_national, state and local tax consultmg firms to capture state and
local taxes and a third-party pharmacy payment review. All are

~—~—fully-applicable to-our-existing-client baserand-we are-actively- —Exccuitive Vice President ~

secking to broaden the scope at our audits with existing clients
~ to include these offefings. Fimally; one of the largest grocery
_companies in the U.S. ha_s awarded us a mulm -year ¢ comract

. Reconciliation of. Net ILoss to. IEBHTDA_. S .
(Unaudued) ‘

T T T T T Twelv'e‘MErith; o

(Amounts in thousands) Ended December 31, 2004

__ March 24, 2005

T

Neclos T soLas)

- -—- Adjust-for:-— — e
Earnings (loss) from discontinued opcrations 5,177
Earnings (loss) from contmumg operanons (76,660)
Adjust fori—— - - R
Income taxes 75,344

= Interest = Tt C TTNT T e sy - BB 4Qr o
Depreciation and amorrization 16, 091

- --dance.with.GAAR This table provides.a. ..

""" Impairment charges

- f—~——-4——$-23-,324~~~- -

T

PRG-Schultz 2004 Tnvestor Infon‘nation__i_, T

was a transitional year for PRG-Schultz, and we moved every
“aspect of our Company in the right direction. We are excited
about our progress _211:15{ look forward to updating you through-

out 2005, as we continue to work to improve the Company’s
-operating and. financial fundamentcals..

James E. Moylan, ]r

Finance, Chief Fmanaal Ofﬁcer
-and Treasurer —-——--

PR

EBITDA is considered a non-GAAP’
Jfinancial measure within the meaning
"of Regulation G and may not be similar
to EBITDA measures employed by other
- —companies-EBITDA-is presented solely— - -
as a supplemental disclosure because
believes.it.to.b an eﬂécnue_. .
measure of the operating pnformance
___of the Cumparxy: core business activities.
EBITDA is not provided as a measure
of liquidity and should not be viewed as
“such. EBITDA should not be considered
in isolation of. or as a substitute for,
i —*ujt/;ermemrtsﬁr'd(mmining operating = = - -
performance that are calculared in accor-

man,

reconciltation of net loss to EBITDA in
_accordarce with Securities and Exchange
“Commission gutddm‘e

P

————— e e




- — —— - —.International Business. ..

‘Board of Directors
John M. Cook
Chairman_of the Board, President
and Chief Executive Officer
Director since 1990.

Term expires in 2006.

. _ ArthurN. Budge, Jr. O

President and Chief Executive Oﬂ]cer, .

Five States Energy Company,

an owner of a portfolio of oil and
gas investments.
Director since 2002.
Term expires in 2005.

David A. Cole @

‘Chairman Emerltus of tile Board,

Kurt Salmon Associates Inc.,
an internarional management
consulting firm.”

Director since 2003.

Term expires in 2005.

Managefﬁént
]ohn M. Cook

Chairmarr of the Board; President
and Chxef Execunvc Ofﬁcer

John M. Toma

Vice Chairman

‘quhard J. Bacon

Executive Vice President —

'

_ . _and logistics o

o Gerald E. Daniels ¢

___Former Vice  Chairman and N
Chief Executive Oﬂicer,
Engineered Support‘Systems Inc,;

a diversified suppller of high- tech _

integrated military ClCC[rOnlCS support

+

. -1
Director since 2003.
Term expires in 2006.
. . | ! . |
* Jonathan Golden o
alaw firm.
“"Director smce"1'99
~ Term explres in 2006.

--Garth: H Grelmarm L AC

“a private equity investment firm.
Director since 1995.
Term expires in 2007.

James L. Benjamm ‘
- = Executive Vice President =
U.S. Business :

[N O

Eric D. Gdldfarb -

Executive Vice President ﬁnd
Chleflnformatlon Ofﬂcer
James E. Moyla.n ]r

Ch:ef Fmancml Officer and Treasurer

PRG-Schultz 2004 Investor Information - ;

Partner,. Arnall .Golden. Gregory LLP,* o

R

0“_‘”‘ I

Managmg Director, Berkshire Partners LLC

oo Executive Vicé President. + Finance,———— — -

————

:003

N. Colin Lind @©
Managing Partner, Blum Capital Partners, L.2,
a strategic equity investment firm.

Director since 2002.

Term expires in 2007.

. Thomas S. Robertson @ ®_

Special Assistant to the President for
International Strategy,
Emory University

' Director since 1999.

-..Term expires.in. 2005.

© 7 Jimimy M. Woodward ®

Senior Vice President and
Chief Financial Officer,
-Flowers-Foods-Inc. ---
Director since 2004.
" "Term expires in 2007.

' (1) Member of the Audit Committee
(2) Member of the Compensation Committee
(3) Member of the Nominating and Corporate
Governance Committee
(4) Presiding Director of the Board

Maria A. Neff
‘Executive Vice President - -
Human Resources

Paul H. van Leeuwen
Executive Vice President —

Business Development



3 2004 72003
* Financial C@mmumnry Emf@rmarr@m , - :
B . wooc—High __ Low.—___High . Tow__._
Inquiries from institutional investors, financial analysts, regrstered :
. _representatives, portfolio managers,.and mdrvrdual shareholders.  _ — ot S
a .0 . .18 .
should be directed to; | ;:dQQtrtr : $Z 5; $Z zi $E93 99 $§ ;:52 :
James E. Moylan, Jr. 3rd Qrr. 6.21 4.77 6.85 4.96 '
~ 7 Chief Financial Officer ~—~— ~ _‘“ o 4th Q. 613 485 630 443 T
| ‘ ‘ ‘ e
"7 PRG-Schultz International, Inc.~ T T W’eb Sﬂﬂ:@ ’ o
ST T ‘"20,0 (izli)erra.l’.arkway~_ T '“4‘“__‘“ Tt ‘The Company makes available free ofcharge on its web site, | ‘_
P ;;te W GA30339 el e . _www.prgX.com, its.annual report on Form 10-K, quarterly . . .. . __
P}tl 3“”(’770. 03900 i | ‘ reports on Form 10-Q, current reports on Form 8-K and all
i Wobne j ‘ T " dmendments to those reports. Since Novembet 15, 2002; the ~
_. epsiewinvprgx.com R B } L - Company has.miade all of its.filings.with the Securities. and____, -

T 7T TTUKPMGTILPTTT "

D
'

Profit:

1004
" Shareholder Services™ "~
- = Registered shareholders.with-questions.concerning the transfer
or registration of their shares may call Clinton McKcllar, Jr,
- Corporate Secretary, at (770} 779-3900. T
- For promptassistance.on address.changes,-consolidation - -
of duplicate accounts or related matters, shareholders should
" contact Wachovia Bank, N.A., Sharcholder Services Group,
- 1525 West W. T. Harris Boulevard, 3C3, Charlotte, NC .
28288 1153. ;
The Company’s annual report to the Securltres and Exchange

oo~ Commission. on. Form 10-K is available without exhibits.atno

charge upon written request to James E. Moylan Jr.atthe address

" set forth below. :

‘Markeét Price Data Per Quarter ~
- The-Comp:anyfsvcommon stock is-traded underthe symbol —— . .
“PRGX” on The Nasdaq National Market (Nasdaq). The
“Company has not paid cash dividends since its March 26, 1996 ~ i
- initial public.offering.and-does not intend to-pay-cash-dividends. --
in thefores;eable future. Moreover, restrictive covenants include(i
"in the Company’s bank credit facility specifically limit payment
of-cash dividends. As.of February 28,2005, there- were approxi—; e
mately 4,410 beneficial holders of the Corrnpany’s common |
stock and 209 holders of record. The following tablé sets forth,

__for.the.quatters-indicated, the range.of high-and low-trading-——. — .- .|

prices for the Companys common stock as reported by Nasdaq
'durlng 7004 and 2003. T

. Registrar and Tmmfer Agem o

Wachovra Bank, N.A.
"“Shareholder Services Group ‘
.. 1525 West W.T. Harris Boulevard, 3C3_ . . ___
Charlotte, NC 28288-1153 :
" Phone (800y829-8432 T T T 77

Hmdepemd@m Audrwrs

o - . .303 Peachtree Street, N.E.
Suite 2000
" ‘Atlanta, Georgia 30308

.. —-within.the meaning of the Private Securiti¢s Litigation.Reform e

Exchange Commrssron available on its web site, no later than the
“close 6f business on the date the filing was made. In addition,

investors can access the Company’s filings with the Securities and ..
Exchange Comrnrssron at www.sec. gov/ edgar shtml.

Forward- L@@ﬂmmg Sttautcem@mtts_,_,v_,g O
Statements made in this document which look forward in time
i iﬁVEIVé‘riEk‘jé and uncertainties and are fdﬁvard—laokiﬁgﬁéféfn?ﬁrg T
Act of 1995. These risks and uncertainties are detailed in our
Securities and Exchange Commiission filings, including the ==~
Company’é 10:K, included with this. docurnent The Company. . .. .. |
disclaims any obligation or dury to updarc or modrfy rhese
forward- lookmg statements.
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